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STABILIZATION OF BUSINESS IN GERMANY 
By ALBERT HAHN 


[ is customary in the discussion of 

the post-war monetary policy of 

Germany to stress in increasing 
measure whether and how far the dan- 
gers for another period of instability of 
currency are present. This is wrong, 
for, even before the war and at a time 
when German economy was likewise oc- 
casionally confronted with heavy bur- 
dens, it was inconceivable that the cur- 
rency system might become unstable. 
Just as little should the possibility of 
instability be considered today. 

On the other hand, the question 
whether and to what extent German 
monetary policy has had a mitigating or 
aggravating effect upon business condi- 
tions is seldom presented in this connec- 
tion. I have attempted it recently in a 
publication entitled, Purposes and Limits 
of Money Policy—A Critique of Ger- 
man Monetary Policy since the Stabil- 
My thesis agrees in essentials 
with the conception which Professor 
Bertil Ohlin has recently presented? and 
will be repeated in part because of its 
possible interest to American readers. 

In order to secure a view of the move- 


— 1 
1Zalion, 


ment of German business conditions 
since stabilization, let us consider first 
Chart I. This is the so-called ‘“Three 





(Chart I 
The Barometer of the Three Markets, January 1924-1927 
(in units of average deviation from trend) * 













































































* The strongly emphasized verticals indicate here, as in 
other charts, the depth of the depressions. 


Market” barometer for German busi- 
ness, from the beginning of the year 
1924 to October, 1927.4 The com- 
modity curve shows the general move- 
ments of commodity prices during this 


' Kieler Vortrdge No. 27, Jena, 1928. 

2 The Reparations Problem, Monatsschrift Index 
der Svenska Handelshanken, Stockholm, No. 28, 
April, 1928. 

8 Vierteljahrshefte zur Konjunkturforschung, is- 
sued by the Institut fiir Konjunkturforschung, Ber- 
lin. Vol. II (1927), No. 3, p. 2a. 
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Chart 1 Bank Note Circulation, 1924-1927 
- ed with the yearty average, 1925) 
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period, when the business situation in 
Germany—so far as it is expressed in 
sales relationships and in the situation 
of the labor market—was reflected by 
the fluctuations of the general price 
level.* The chart reflects also the course 
of business developments. Any one now 
in practical economic affairs, who also 
observes as an economist, will keep in 
mind likewise that German business has 
experienced in this period three very 


* Credit expansion and its accompanying business 
condition may set in also without increase of the 
general price level, even with its decline, when 
costs of production are lowered as a consequence 
of technical changes. This is typical of American 
development since 1925. Since it will be agreed that 
the developments since the stabilization have been 
related particularly to price and also for the sake 
of simplicity, the problem of quantity conditions in 
contrast to price conditions is not dealt with in this 
article. Nevertheless, the same statements apply to 
the volume “conjuncture” as to the price element. 
Furthermore, no developments should be admitted 
if they must be made retroactive, for instance, be- 
cause perhaps in the course of the cycle the amount 
of paper money issued no longer shows the legal 
necessary reserves. The United States possesses, 
because of its immense gold supplies, the possibility 
of protracted quantity “conjunctures.” For Ger- 
many conditions are less favorable. There is evi- 
dent here the defect of our note-limitation require- 
ments which do not recognize an adjustment of the 
uncovered issue to the growing volume of trade. 
In England the inelasticity of the note issues was 
the subject of complaint by Chairman McKenna of 
the Midland Bank on the occasion of its general 
meeting of 1927. Rightly so, for the continuation 
of what was undoubtedly not inflation, that is a 


pronounced changes of the general price 
level and of business conditions: (1) 
the upswing from January to March, 
1924, with a downward swing from 
April to July, 1924, which was followed 
(2) by the upswing from July, 1924, to 
February, 1925,° followed in turn from 
February, 1925, to May, 1926, by a 
slower downward movement, and (3) 
the upswing which began in July, 1926, 
and which in the late fall of 1927 seemed 
to have reached its high point. 

The connections of this development 
with the credit and note-issue policy of 
the Reichsbank need no particular proof, 
because they are not denied. On the 
contrary, the Reichsbank, in discussing 
the two great changes in policy—first, 
that of March, 1924, and later, that of 
the spring and summer of 1925—has 
constantly emphasized that these de- 
velopments had been brought about in 
the interest of currency stability. Al- 
though, accordingly, there are no differ- 
ences of opinion as to the existence of a 


set of business conditions not affected by price in- 
creases, can lead to difficulties in the English issue- 
bank system. When Mr. McKenna, however, stated 
that the constitution of the German Reichsbank was 
praiseworthy, he was correct only with limitations, 
for even the German system, although more elastic 
because it is customary to issue notes which need 
not be covered 100% with gold as in England, but 
fundamentally only to the amount of 40% in gold 
or gold equivalent, is in the last analysis relatively 
inelastic. For it makes the size of note circulation, 
which should be determined solely upon considera- 
tion of price level and security control, dependent 
upon the size of funds either in existing or in pro- 
curable gold and securities. Therefore, in spite of 
the relatively greater elasticity of note-limitation 
provisions, similar complaint may be made in Ger- 
many in the upward development of business when 
and to the extent that the circulating Rentenbank- 
scheine must be supplanted by Reichsbank notes. 

® One is inclined to place the turn of the cycle in 
1925 in the fall of the year—at the time of the 
Stinnes collapse. But the movement and general 
price level, as well as that of the business affecting 
commodity prices and the development of the labor 
market, show that in such a case one has allowed 
himself to be deceived by the apparent rather than 
real changes. 
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connection between the credit and the 
note policy of the bank and the price 
and economic development in the period 
in question, it is perhaps well to meet 
one objection—namely, that the devel- 
opment of the money circulation in the 
period shows a course so far different 
from that of price development. The 
fact in itself is, of course, incontrovert- 
ible, as shown by Chart II, which gives 
in absolute figures the expansion of the 
note circulation from the beginning of 
1924 to the beginning of October, 1927. 
This chart, however, is not to be used 
for the purpose of comparison with the 
above commodity or market curves. It 
is subject to error, because it shows not 
only the changes in money circulation 
occasioned by ‘‘cyclical” influences, but 
also those changes in money circulation 
which have taken place in order to com- 
pensate for the reduction in velocity of 
money during that period and the in- 
crease in the volume of trade. 

In Chart III the attempt is made—in 
spite of certain theoretical objections 
the justification of which is not denied— 
to correct these curves. 

Comparison of this corrected money 
curve with the commodity market curve, 
given in Chart III, shows that also in 
this case, in which apparently the money 
development moves so differently from 
price and economic development, it is to 
be concluded, according to cyclical mone- 
tary theory, that there is a parallelism 
of prices and money circulation. But it 
should be especially emphasized that 
these corrected money circulation curves 
raise no claim to be wholly free from 
scientific objection. They should merely 
serve the purpose of illustrating the as- 
sumed connection in a form suitable for 
visual observation. 


_ We shall now turn to the considera- 
tion of the three periods mentioned and 
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shall seek to determine the deeper bases 
for the changes. 


The Development from January to 
July, 1924 


In the period from January to July, 
1924, which one may best designate as 
the period of the rentenmark inflation 
and deflation—or, if one wishes to avoid 
that ominous word, the up-and-down of 
the rentenmark cycle—prices show sharp 
upward tendencies to March. From 
April, 1924, there is, in consequence of 
the restriction policy of the Reichsbank, 
a corresponding downward movement of 
the price level. 

To place, so shortly after the begin- 
ning of stabilization, a test and burden 
of that sort upon the national economy 
must be designated as regrettable for 
various reasons—first, because the fluc- 
tuation of this period, as every expert 
today acknowledges, would have been 
easy to avoid. Nevertheless, the price 
rise from January to March began with 
heavy disturbances in the foreign money 
market. This worked so that inflation- 
istic psychology with its efforts to stam- 
pede the market, which was disappear- 
ing shortly after the introduction of the 
rentenmark, came again strongly into 
the foreground. This had the further 








Chart III 


Money Circulation, 1924-1927 
(periodic deviations from trend) 























result that several months, roughly to 
the end of the year 1925, had to be de- 
voted to suppressing and correcting this 
attitude to the detriment of business. 
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The reason for the cyclical rise of the 
rentenmark and the fact that this had 
to be corrected through restriction poli- 
cies of the Reichsbank have now been 
generally acknowledged. It is clear that 
the reason is to be sought in the fact that 
the new emissions of currency, namely, 
rentenmarks together with paper marks 
created against rediscounts of bills, 
were put into circulation at a more 
rapid rate than the decline in the veloc- 
ity of circulation. Where, however, is 
the final cause for continuing this falla- 
cious introduction process in spite of all 
warnings and in spite of clear inflation- 
istic phenomena? The final cause, ac- 
cording to my opinion, lies in the fact 
that the mistakes attached to the crea- 
tion of the rentenmark had reacted in an 
unhealthful manner upon the currency 
policy atmosphere. The many theo- 
retical views of wide circles were under- 
mined and they could no longer recog- 
nize the threat of the policy followed. 

As is well known, the rentenmark was 
one which was covered by real-estate, 
mortgage-covered notes. Their total 
circulation was projected at 3.2 billions. 
The basic mistake of the undertaking lay 
in the fact that it combined a wrong con- 
ception of the importance of currency 
coverage with a wrong conception of the 
size of money circulation. In connection 
with the so-called “reserve,” which has 
been given to the rentenmark, the fal- 
lacious belief has spread that the cover- 
age is in itself in the position to make a 
note valuable. In reality, events have 
again shown that the coverage of a note 
does not hinder its depreciation, as I 
demonstrated some years ago; but, in- 
stead, encourages depreciation under its 
protection, because it turns attention 
from the factor upon which it depends, 





* This mistake was acknowledged by H. Schacht 
in his book, The Stabilization of the Mark. 
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namely, the amount of money in circula- 
tion. As far as the size of the renten. 
mark circulation is concerned, the im. 
pression gained ground that the renten 
bank law provided a money circulation 
of 3.2 billions, that the money volume 
within this range was not to be doubted 
under any circumstances, while in reality 
naturally the changing velocity of the 
circulation of the money had to be 
considered. 

Furthermore, in the following period 
the representatives of a line of thought, 
whom one may designate best as gold- 
circulation arithmeticians, were not 
silent. And in the course of the follow- 
ing months and years, calculations were 
presented again and again as to whether 
the money circulation was too small or 
too large, in contrast with the pre-war 
period. Actually, however, all of these 
attempts were doomed to failure be- 
cause determining factors, such as size 
of trade volume and changes of payment 
customs, could not be included at all. 
More than that, they were dangerous, 
because they hindered the consideration 
and performance of essentials, namely, 
the determination through intensive 
study of the general price movement, as 
well as of the development of the in- 
dividual commodity market, of the suit- 
able quantities of money to be issued. 
On this ground I consider it regrettable, 
in the interest of freeing public opinion 
from theoretically untenable views in re- 
gard to money, that later the Reichsbank 
president, Dr. Schacht, in his Bochum 
speech stated: “A currency circulation 
of about 6 billion reichsmarks or some- 
thing above that figure, as we have it 
today, is sufficient except for abnormal 
times.” Without wishing to support 
those, who either wish or feel it neces- 
sary that a fixed volume is to be main- 
tained, it must be said that in itself a 
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gold circulation of 6 billions may be too 
large or too little, according to the situa- 
tion of the foreign money markets and 
that, in any case, no conclusions can be 
drawn from arithmetical comparisons 
with the pre-war time or with other 


countries. 


The Development from the Middle of 
1924 to the Spring of 1926 


The second period, from the middle 
of the year 1924 to the spring of 1926, 
includes a very sharp upward movement 
of prices and of stocks to about Feb- 
ruary, 1925, and ‘an equally sharp de- 
cline of both from this point to the 
spring of 1926. What are the causes? 
The answer is found in Chart IV, from 
which in addition to the expansion of 
money circulation, the movements of 
the corresponding reserves both of gold 
ind of foreign exchanges on the one 
hand, and commercial credits on the 
‘ther, may be observed. 

It follows from this chart that, dur- 
ing the upward movement of prices in 
his period from the middle of 1924 to 
february, 1925, an increase of gold and 
foreign money portfolios of not less 
than nearly a billion took place, which 
made possible a corresponding increase 
of note issue. These holdings of gold 
and securities came into the Reichsbank 
as a result of an inflow from foreign 
loans, particularly however through the 
fact that the equivalent of the Dawes 
loan, an amount of 800 millions, was de- 
posited in the Reichsbank against notes 
or credits of the Empire. One may 
designate this period as the Dawes loan 
cycle or the Dawes loan infla:.on. 

It is unusually interesting to clarify 
the grounds for this up-and-down move- 
ment following the Dawes loan. It again 
appears in the last analysis that not 
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_— Note-Issuc Banks, 1924-1927 


print.gm (ChAMEes Compared with the yearly sverage for 1925) 
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practical considerations but false, theo- 
retical impressions were the determining 
influence. These concerned particularly 
the question of the purpose and the con- 
sequences of a loan such as the Dawes 
loan. In themselves, large international 
loans may be of two kinds, even though 
at the moment they are devoted to giv- 
ing monetary stability. They may pro- 
pose either to give to the national econ- 
omy or the state the possibility of in- 
creasing the expenditures for productive 
or consumptive purposes, or the proceeds 
may serve the more or less doubtful pur- 
pose of improving the currency reserves. 
The Dawes loan was to serve a double 
purpose—on the one hand, the support 
of the currency and, on the other, the 
financing of reparations during the first 
year, which was a practical purpose, 
through the payment of the deliveries in 
kind by the German government. This 
appears from numerous contemporary 
writings and was also particularly em- 
phasized by the Reichsbank president, 
Dr. Schacht, in his article, “The Stabili- 
zation of the Mark.” The first purpose 
developed out of the fact that on the 
American side the final purpose of this 
Dawes loan was to place a part of the 
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surplus American gold in Germany, 
which could not be achieved merely 
through credits which were to serve 
purely for payment purposes. The 
equivalent of every foreign credit does 
not remain embalmed in the Reichsbank, 
tending to flow in in terms of goods and 
not of gold. 

Under these circumstances, how 
should the Reichsbank have made use 
of the Dawes loan? In so far as the 
Dawes loan served for support of the 
German currency—that is, for the sup- 
port of the reserve ratio—the Reichs- 
bank, at the instant in which the note 
issue against inflowing Dawes paper 
began, should have correspondingly de- 
creased the issue of notes against com- 
mercial paper, in so far as the reduction 
of the velocity of circulation did not 
render the increase in the notes harm- 
less. This did not happen. Rather the 
total circulation of the notes was in- 
creased more rapidly, under the influence 
of the inflow of foreign money, than 
should have been permitted with regard 
to the simultaneous decrease in the ve- 
locity of note circulation. In so far, 
however, as the Dawes loan was to have 
been a foreign loan for the financing of 
Reich expenditures, special care should 
have been taken in the bill-purchase 
policy described below that the Dawes 
gold and foreign currencies either 
should not find their way into the 
Reichsbank or, as a consequence of an 
immediate entrance of a passive balance, 








Chart V 
German Foreign Trade Account with Respect te the 
Commedity Trade, 1924-1927 
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to allow them to flow out again without 
detrimental results. Instead, almost 
immediately foreign money began to 
pile up in the Reichsbank. The bank 
was obviously happy that it could 
thereby increase such holdings even 
more. It was apparently not seen 
clearly that foreign loans finally were 
always paid by means of commodity 
shipments, so that such paper can be 
held for only a short term. 

Wherein lay the deeper grounds for 
believing that the foreign funds taken 
up for currency purposes would not 
work inflationistically without corre. 
sponding contraction, or at least some 
restriction of exchange credits? And 
how is it to be explained that one was of 
the opinion that the unorganized deposit 
of such funds for the purpose of con- 
serving expenditures could be held in 
the Reichsbank without leading to price 
increases and without flowing out again 
through the turn to an unfavorable 
trade balance? The ground, therefore, 
may again lie in the fact that the same 
fallacy of monetary theory, which has 
run through German currency policy 
since the beginning of the war like a red 
thread, had again shown itself in oper- 
ation. ‘That fallacy consists in a huge 
overestimate of the importance of re- 
serve, combined with an underestimate 
of the importance of the quantity of 
money. It is the idea that fully-covered 
notes can be allowed to go into trade 
under all circumstances without infla- 
tionistic consequences. That, however, 
is the same view which early in the war 
led to all the currency ills which Ger- 
many suffered, namely, the belief that 
for each 20 marks in gold delivered at 
the Reichsbank, 60 marks in notes may 
be issued without any question. In 
reality, if the note increase was war- 
ranted by the situation of commodity 
prices and the foreign money market, 
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‘+ would not be harmful if the Dawes 
foreign funds had not come in, and the 
whole Dawes loan would have been 
superfluous—as was rightfully asserted 
by certain individuals. When, however, 
the note increase at that time was not 
warranted by commodity and foreign 
money markets, the coverage of notes 
through foreign moneys could be of no 
avail. The note increase brought about 
a boost of the general price level. 
Under the influence of this excessive in- 
crease there followed during the whole 
expansion period an increasingly un- 
favorable trade balance, and so the 
Dawes loan changed, in so far as it was 
thought of as a currency loan, finally 
into an expenditure loan.? This ap- 
pears clearly from Chart V, which is 
interesting for other reasons also, 
namely, on account of the very apparent 
agreement between the foreign trade 
movement and the domestic business 
cycle. 

Since the Dawes loan was originally 
intended to cover expenditures, it ap- 
peared that the Reichsbank dared not 
incorporate the foreign moneys in its 
balance regardless of the principles of 
foreign money policy, when the proceeds 
were to be paid out immediately. 
Through this there arose an_inter- 
mediate stage, which bore all the signs 
of inflation, extending to the corre- 
sponding turn to an unfavorable trade 
balance. This would have been true 
also when the loan was to serve for the 
financing of deliveries in kind. Here 
also the intermediate stage should have 
been avoided, for deliveries in kind can 
likewise be financed only through for- 
eign loans, when at the same time there 
are corresponding imports—for  in- 
stance, the foodstuffs for the laborers 

‘The outflow of foreign funds was not readily 
apparent, because the outflow was continually com- 

ited for by the new inflowing foreign funds. 
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engaged in making the deliveries in 
kind. 

The great danger of this develop- 
ment lies, in the first place, in that rising 
tendencies are produced in a wholly 
avoidable way, tendencies which later 
must be reversed under conditions in 
which the most violent disturbances of 
value are unavoidable; further, in that 
the deflationistic crisis—that is, the col- 
lapse of all inflated conditions—was 
dragged out through more than two 
years. That had, however, also the 
result that a really sound economic con- 
dition could not begin before the middle 
of 1926, whereas it could have begun 
essentially earlier if the clarification 
crisis beginning in November, 1923, had 
not twice been interrupted through arti- 
ficial restoratives. 

It is also interesting to see how the 
Reichsbank, in consequence of the tem- 
porary events, not only failed to correct 
its fallacious views but also added to 
them through incorrect conclusions re- 
garding existing conditions. Particu- 
larly was there a continuing anxiety by 
the Bank (apparently because of un- 
fortunate experiences which the Reichs- 
bank had had with the Dawes loan) that 
the foreign credits would cause inflation. 
Thus, however, they overlooked the 
huge difference between a foreign loan 
wrongly used for currency and disburse- 
ment purposes and one properly used 
for governmental expenditure purposes. 

The chief difference between the two 
kinds—between the use of the equivalent 
of the Dawes loan and the normal use 
of foreign loans—exists in this: the 
proceeds of the Dawes loan are simply 
deposited in the Reichsbank—that is, 
the foreign moneys were taken up by the 
Reichsbank at a price representing cur- 
rency parity, since it was governed by 
the regulations (Einheitskursverord- 
nung) existing at the time. The equiv- 
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alent of a foreign loan should, however, 
be taken up in the open market by the 
Reichsbank, never at a price represent- 
ing currency parity but at its highest, at 
the price of the lower gold point. If 
this happens, a certain degree of equili- 
brium of supply and demand will be 
attained within the foreign money mar- 
ket. The loss occasioned by the ex- 
change of foreign funds brings it about 
that the supply of bills no longer 
changes naturally, i. e., spasmodically, 
but within the limits of a gradual change 
to a favorable balance, brought about 
by falling prices for foreign currencies. 
Only at certain points do they reach the 
Reichsbank and in amounts insufficient 
to call forth the feared inflationistic 


ettects.” 


The Development since the Spring of 
1926 


The third period considered, from 
May, 1926, to the present, appears to 
have reached its high point at the end of 





81 take this opportunity, therefore, to meet an 
objection, namely that “one is always wiser when 
he comes from the council house than when he 
went into it.” Both orally and in writing, I ex- 
pressed the greatest doubts during this period. 
Furthermore, I gave my opinion as to the prin- 
ciples which should govern the introduction of the 
rentenmark, in an article in the Frankfurter 
Zeitung, entitled “The Introduction of the Renten- 
mark” (Frankfurter Zeitung, November 25, 1923, 
II, No. 875). I also expressed myself concerning 
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1927 and is not yet ended. The cop. 
sideration of this period is especially in. 
teresting, since nearly all the discount 
policy controversies which could possibly 
arise have been carried on during this 
period. To bring before you the course 
of economic development during this 
period, Chart VI pictures the com. 
modity-market curve mentioned above 
and likewise, because essential for the 
understanding of this development, the 
curves of money circulation, gold, and 
foreign currencies and commercial 
credits in the Reichsbank (Chart VII). 

Chart VIII depicts the discount rates 
of the Reichsbank and the money rates 
in the open market for the same period. 
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Whoever studies the economic changes 
during this period will see immediately, 
upon consideration of Chart VI, that 


the importance of the reserve situation and the gov 
erning fallacious positions in my booklet, Gold Ad- 
vantage and Gold Prejudice (Frankfurt am Main, 
1924, p. 47), in which I also warned against the 
mistakes in the utilization of the Dawes loan (J/bid., 
p. 48). I had also voiced objection to the unified 
quotation ordinance and had turned toward the 
need of a repeal of this law for the purpose of 
avoiding inflationistic results, in my report on the 
occasion of the 6th German Bankers’ Conference, 
1925. 
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-wo material divergences from the ideal 
of economic stability have set in. In 
the first place, the downward movement 
of business continued for months in the 
frst half of the year 1926, even after 
there had already appeared the strong- 
est symptoms of a strain upon com- 
modity and money markets in the first 
weeks of the year 1926. Secondly, it 
happened that the upward movement 
beginning in the middle of the year 
1926, again led, early in 1927, to a de- 
velopment which carried it beyond the 
stage of equilibrium and so carried in it 


Lage 


the seed of a downward movement. 

If one considers, in connection with 
Chart VIII, the discount policy which 
the Reichsbank employed in this period, 
the following facts appear. During 

period of depression in the first 
half of 1926, the Reichsbank apparently 
followed with great hesitation the de- 
cline of money rates in the open market. 
The Reichsbank discount rate was con- 
tinually above the money rate in the 
open market. During the upward move- 
ment under way since early 1927, par- 
ticularly since the reduction of the 
discount rate in January, 1927, rates in 
the money market have continuously 
been above the Reichsbank rate. The 
Reichsbank has not only not followed 
the increase in rate of the open market, 
but has even reduced its own discount 
rate from 6% to 5% when the rates of 
the open market, eliminating seasonal 
strains, have shown further upward 
tendencies. The bank has shown hesita- 
tion in its increase of discount rates from 
5% to 6% and then to 7%, while rates 
in the open market for a long time had 
been considerably above the discount 
rate—this in spite of the fact that not 
less than a billion marks of gold and 
foreign funds had been withdrawn from 
the Reichsbank. In the depression 


period the Reichsbank also failed to en- 
courage business by quoting lower rates 
on the open market. In the upward 
period it unnecessarily reduced its dis- 
count rate and neglected at the same 
time to put the brakes on the develop- 
ment of business by raising rates sufh- 
ciently and promptly. 

Taking up the reasons for this 
peculiar policy and action of the Reichs- 
bank, the question will be asked: Why 
did not the Reichsbank, in the first half 
of the year 1926, reduce its discount rate 
to correspond with the money rates in 
the open market? This failure had sub- 
jected business to long depression and 
deep stagnation, and postponed the 
period of recovery. Why had it not 
earlier undertaken a reduction to 5%? 
As regards this question, may I confine 
myself to repeating briefly what the 
Frankfurter Zeitung gives in its annual 
survey for the year 1926 on this ques- 
tion, because this criticism of the current 
Reichsbank policy seems to be partic- 
ularly cogent? It states: “As the far- 
reaching crisis phase was ended, eco- 
nomic business life stopped and _ hesi- 
tated to draw conclusions from the in- 
creasing cheapness of market rates, be- 
cause it believed the greater fluidity of 
capital to be an unnatural phenomenon 
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made possible only by capital released 
temporarily by the crisis and because 
security speculation did not revive. 
During this period of time, exchange 
markets had risen further, and the 
money surplus became greater. The 
restriction policy would have caused the 
depression to last longer than necessary 
under the circumstances, if the English 
strike had not soon stimulated the 
general upward movement, for which 
the money issued against gold and 
foreign funds now formed the monetary 
basis. The influence of the strike upon 
the credit situation disappeared. Not 
often does chance come to help in this 
way. Under other circumstances, to 
stabilize conditions would have required 
more drastic action on the part of the 
Reichsbank, not only an absolute change 
in the discount rate but also a change in 
its relationship to market rates.” 


These remarks may be left with little 
more than the statement that even here 
the fact, which was later much more 
generally admitted, appeared that a cer- 
tain anxiety concerning the upward 
movement on the exchange hindered the 
upward movement of business. Meas- 
ures necessary for the revival of busi- 
ness were not taken, because such 
measures would have stimulated the 
stock exchanges at the same time. A 
glance at the corresponding curves of 
the pre-war period shows that the up- 
ward movement of the stock exchange, 
many times even in advance of this 
upward movement, was a characteristic 
mark of a depression period and that 
business had expanded following the 
rise of stock-exchange activity and 
prices. The attempt to pull business 
out of a depression, without allowing 
prices to rise rapidly, may be compared 
to the attempt to go into the water 
without getting wet. 
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Reduction of the Discount Rate in 
January, 1927 


On the 12th of January, 1927, the 
Reichsbank finally reduced its discount 
rate from 6% to 5%. This happened 
at a time when the money circulation 
(disregarding the January strain) al. 
ready showed a strong upward tendency 
to expand and when encouragement to 
business was no longer necessary because 
business had been moving in upward line 
since the middle of 1926. 

The final reason for this reduction of 
discount rate must be sought in the fact 
that the Reichsbank was being forced 
out of its commercial-bill business by an 
inflow of foreign funds attracted by 
high discount rates. Instead of going 
directly to the Reichsbank, it was 
cheaper to take up foreign credits and 
the funds arising therefrom and change 
them into notes at the Reichsbank—to 
use the Reichsbank therefore as a con- 
version counter. Chart IV shows, in 
the curves for the reserves for note 
circulation of the Reichsbank consisting 
of gold, foreign moneys, and commer- 
cial credits, how far this had developed. 

When are these reductions in the 
discount rate permissible, taking into ac- 
count the pressure on the central bank 
of its commercial business? Periods in 
which this phenomenon might be ob- 
served were numerous in earlier days. 
It did not always happen then that the 
inflowing foreign money or the notes 
given in return for it made the discount 
business of the note bank superfluous. 
It is more likely to be true that the gold 
coins on hand or the fully-covered notes 
alone will satisfy the money needs of 
business during times of not too great 
activity. Thereby the rates in the open 
market fall materially below the dis- 
count rate of the Reichsbank, and the 
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Reichsbank discount facilities need not 
be utilized. 

If at such times the central note banks 
had declared that they wished to reduce 
their discount rate for reasons of private 
profit, the argument would immediately 
have been refuted, for a central bank of 
issue cannot, according to modern views 
arrange its discount policy according to 
its own private interests. Therefore, 
under such conditions two other argu- 
ments are constantly put forth which 
apparently have a pure economic char- 
acter. In reality, however, they may be 
recognized as nothing more than a para- 
phrase of the so-called “‘private-profit 
argument.” 

The one argument goes on to say that 
the Reichsbank, by failing to reduce its 
discount rate, loses touch with the mar- 
ket. This loss of touch with the market 
is important, however, only from a pri- 
vate-profit point of view. From a public 
point of view, on the contrary, it is im- 
material. No economic disadvantage 
arises, for the money needs of the busi- 
ness are satisfied in the open market 
possibly through conversion of foreign 
funds and not by the discount of paper. 
As soon as requirements can no longer 
be satisfied in the open market, business 
men turn back at once, as experience 
shows, to the Reichsbank, which thus ob- 
tains its contact with the market when 
it is most sought for. In any case, it is 
easy to perceive how the argument of 
loss of contact with the market can serve 
to empower the central banks through 
discount reductions, to underbid the 
rates of the open market when a further 
stimulation of the cycle and an increase 
of money circulation as a whole is not at 
all desirable at that particular time. 

The second argument is supported by 
a theory which is called inaccurately but 
commonly the “substantiation” theory 


and which is related again to the motto 
of French bank policy so often repeated: 
“The Bank of France does not make the 
discount rate of the country; it substan- 
tiatcs or proves it.” This apparently 
complicated statement, which was coined 
at a time when note-issuing banks were 
dominated by the private-profit view- 
point, says nothing other than that the 
banks of issue should lower their rates 
when the interest rates of the open mar- 
ket are lowered and raise them when the 
interest rates of the open market rise. 
The theory is that, if a bank does not 
reduce the discount rate at the right 
time, one secures too little paper; if it 
does not raise it at the right time, he 
gets too much. 

The laws governing modern currency 
policy are not, however, so simple and 
trivial. More often a change in dis- 
count policy depends not so much upon 
whether the central bank gets too much 
or too little business in competition with 
the open market, but upon whether it 
wishes to work toward the expansion or 
the restriction of the total money circu- 
lation in the interest of the stability of 
economic development. The substan- 
tiation theory, which is in reality a 
private-profit competition theory, is to 
be contrasted with the stabilization 
theory. The positive implication of the 
stabilization theory is that the Reichs- 
bank should lower its rate independently 
of the rates of the open market and 
underbid the latter in certain cases when 
it appears desirable to revive business 
activity. It should raise the rates inde- 
pendently from rates of the money mar- 
ket when it believes it should work to 
restrict business expansion. 

Its negative implication, however, is 
this: it is not permissible, as has hap- 
pened in the cases under discussion, to 
reduce the discount rate if one does not 
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intend to bring about an increased stim- 
ulation of business, but wishes only to 
shut out the competition of the open 
market (here cheap foreign funds). If 
one violates this rule, an undesired stim- 
ulation of business follows. Generally 
prices rise, because the total circulation 
of money is increased. As a consequence 
of the lower rate of discounts, not only 
do the note reserves change—commer- 
cial paper being substituted for foreign 
currency—but the lowering of the in- 
terest rate connected with the discount 
reduction increases the total demand 
for credits and thereby also the total 
circulation of means of payment. 

The note-issue banks had discov- 
ered even before the war various other 
means of lessening the discrepancy be- 
tween the private rates and the discount 
rate. These were used when a narrow- 
ing of the spread appeared desirable 
and when, for general currency or other 
business reasons, it was believed that the 
reduction of the discount rate should not 
be undertaken. The chief means con- 
sisted in the lessening of the money sup- 
ply available through rediscounts and 
depending upon the customs of the coun- 
try by offering commercial bills, treasury 
notes, or long-term government loans.°® 
Through such open-market operations, 
as it is expressed in English theory and 
practice, one sought to bring the rates 
of the open market upward to avoid 
thereby the incorrect, opposite opera- 
tion of reducing the discount rate to the 
level of the open market. 


The Low Discount Rate from June to 
October, 1927 


There remains the investigation of 
the question as to why the Reichsbank 
retained its discount rate unchanged at 
until the close of the first half of 
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the year 1927, first raising it to 6% 
in June, 1927, and later in October, 
1927 to 7%. The question is partic. 
ularly interesting, because at this time 
certain changes in the position of the 
Reichsbank showed in the clearest way 
the unsuitability of the 5% discount 
rate. The holdings of gold and foreign 
currency portfolios of the Reichsbank 
declined continuously and at an accel- 
erated rate—the total loss of gold and 
foreign currency for the first half of 
1927 being about a billion marks. The 
supply of foreign funds increased up to 
June, 1927, by about 1.2 billions. The 
question is interesting also because the 
maintenance of the low discount rate 
occurred in express opposition to the 
opinion of the large Berlin banks, which 
had pointed out clearly to the Reichs- 
bank president on May 11, 1927, the 
need of an increase in the discount rate. 

It is not easy to explain the bases of 
such unusual conduct in the direction of 
a bank of issue. It appears as if, in 
the first place, those lines of thought 
which led to the calling of brokers’ 
loans, and in turn to the well-known hap- 
penings of the 13th of May, must have 
been of determining influence. As one 
attempts to recall it, this reasoning was 
much as follows.’® The extended ex- 
change speculation, which had allowed 
the amount of collateral loans and the 
balances of banks to increase, absorbed 
money and withdrew it from business. 
If this absorption of money by the ex- 
change should be restricted, speculators 
would still take money available for the 


®It appears that in America they are using in 
particular the sale of large amounts of governmert 
securities. 

10In an interview, which Dr. Schacht had with 
a member of the editorial staff of the Berlin Lokal- 
Anzeiger on the 13th of May, 1927, and which 1s 
characteristic on the whole of his position, he 
answered the question concerning the basis for re- 
duction of security accounts and for refusing to 
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use of business. They need no longer go 
to the Reichsbank to satisfy their needs. 
The pressure upon the Reichsbank 
would recede of itself and the tool of in- 
creased discount rates need not be used. 

Against this argument so much objec- 
tion was raised before and after the 13th 
of May" that it would not pay to go 
into it again at length. The Bourse is 
not a container by means of which gold 
is absorbed but a sieve through which 
money gets into business.’* The conse- 
quence of money restriction for stock- 
exchange purposes was the same and 
must be the same as that which always 
enters when one believes that he can 
serve business through injuring the stock 
exchange. On the contrary, the needs 
of business had so far increased up to 
this time that it had to be satisfied indi- 
rectly through the use of the exchanges, 
both domestic and foreign. As a conse- 
quence, criticism of the Reichsbank 
mounted so that on June I1, 1927, the 
rise in discount rates had to be an- 
nounced simultaneously with the admis- 
sion that there had been meanwhile a 
huge outflow of foreign money. Since 
I qualify as a party to the events of the 
13th of May, I should like here to re- 
peat what one impartial scholar, Pro- 
fessor Adolph Weber of Munich, has 
said in an excellent article with reference 
to this question. Weber writes: ‘The 
fault of those who boost foreign cur- 
rency should not be denied, but such 
overstimulation brings with it the ten- 





raise the discount rates as follows: “This attempt 
(the attempt of bank representatives to get the dis- 
count rate raised) clarifies the actual situation ex- 
traordinarily, for the Reichsbank feels and has felt 
throughout in a position with its 5% discount rate 
to satisfy the desires for commercial paper discount 
proceeding from the regular productive economy, 
whether from agriculture, industry, or trade. It 
is evident that the money demand primarily rises 
not out of productive economy but out of the credit 
demands of security purchases. A discount rise 
would, therefore, not only not be in the interest of 


dency to self-correction without catas- 
trophic collapse of prices in themselves. 
That the bourse panic in May could 
well have been avoided is admitted 
quite generally today. The most threat- 
ening consequences of black Friday 
could have been avoided; namely, our 
month-long hesitation to use the com- 
pensating services of a smoothly-work- 
ing foreign exchange market. The at- 
tack of the Reichsbank president and 
its further traceable result have allowed 
the impression to become current both 
at home and abroad that the exchange 
in Germany is not a free market, that 
security prices with us are dependent 
much more upon the justified or unjusti- 
fied feeling and on the powerful orders 
of certain domestic gods.” 

I wish only to add to this expression 
that it is always short-sighted to inter- 
fere with a stimulated security market. 

A further ground for maintaining the 
5 % rate lay in the fear, expressed in the 
published statements of that time, that 
a higher discount rate would furnish an 
increased stimulus to the inflow of for- 
eign capital. Since the inflow of foreign 
capital, as a consequence of discount 
increases, is a phenomenon which has 
been called the ‘‘external operation” of 
discount policy, we deal here with the 
almost unique situation that the neces- 
sary internal operation of discount in- 
crease—namely, pressure on the price 
level—was not to be brought about 
merely because in this way the external 





business but would also bring with it an unjustified 
additional burden on business.” (Berlin Lokal- 
Anzeiger, May 14, 1927). Further development 
has shown how much more correctly the represent- 
atives of the banks had judged the situation in 
currency and business than had Dr. Schacht. 

11 Cf. G. Cassel in Frankfurter Zeitung, May 8, 
1927, also other articles in the same journal, May 
11, May 12, and May 15, 1927. 

12 That the actual payment for foreign moneys 
purchased on the exchange requires but little cash 
is often overlooked but incontrovertible. 
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operations of the increased discount rate 
were to be avoided. 

The consequences of the failure to 
raise the discount in May appeared in 
the course of the year 1927. Business, 
above all the upward price tendencies, 
could not expand further. It was neces- 
sary to raise the discount and, because 
delayed, the rate had to be raised very 
decidedly, finally to 7%. We cannot 
tell at the moment to what extent this 
discount increase will bring about a 
downward movement in business. If 
the turn appears, for which there are 
many signs, it will be seen, however, 
that German business will soon expe- 
rience an upward trend following very 
closely on the downward movement. 

The purpose of currency policy, and 
especially of discount policy, is, however, 
the avoidance of such continuous ups 
and downs. It must be possible to iron 
out these fluctuations finally so that Ger- 
man business, unhindered, may build 
more securely. The results in ironing 
out the cycle, which the Federal Reserve 
Banks of the United States have at- 
tained in recent years, show that the 
goal is not utopian. Nevertheless, there 
is a large number of circumstances 
which make things in Germany consider- 
ably more difficult. But it is not these 
circumstances which have disturbed the 
development in Germany since the sta- 


18 This is contrary to the assertion of F. Dreyse, 
Bank Archiv, Berlin, Vol. XXVII, 1927, p. 1: 
“Through the developing use of payment methods 
without cash, the influence of the Reichsbank on 
the development of credit volume has been more 
and more limited.” When a balloon is held by a 
string, it cannot fly away; when the string is ex- 
tended a couple of meters, it is only fastened two 
meters higher. Just so slight is the basis of the 
possibility of the banks’ releasing purchasing power 
in the way of credit accounts, as a consequence of 
the increase of payment transactions without gold, 
when we pay out in cash perhaps no more than 
10% or even 5%. 
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bilization. Steady development has not 
been disturbed by the fact that the pri. 
vate banks have opposed the Reichsbank 
policy on the ground of the possibility 
of creating purchasing power through 
credits. On the contrary, it is almost 
astounding to note how exactly and cur. 
rently the credit expansion and restric. 
tion of the private banks has corre. 
sponded to the note circulation and 
restriction of the Reichsbank.” 

The disturbances in German business 
have been caused much-more in the main 
through certain essential departures 
from the lines of sound currency policy, 
which have been occasioned primarily 
by incorrect views regarding monetary 
theory. 


AuTuHor’s Note: The German publication, upon 
which the above is based, appeared in February, 
1928. The fear expressed at the close that a de- 
cline would again follow the upturn of the year 
1926-27 has, unfortunately, been realized. It is also 
certain that the above-mentioned upward move- 
ment might have been avoided in the interest of 
the stabilization of the cycle. 

The downward movement of business conditions 
at no time exhibited signs of crisis, but took the 
form of a gentle diminution of activity. The con- 
sequence was that one doubted for many months 
whether the phenomenon was one of a decided de- 
cline of business conditions, or whether it was 
merely a temporary slowing up. In the last few 
weeks there has come about an agreement in Ger- 
many that we are dealing now with an actual de- 
cline of business. Consequently, now they again 
face the question whether they will combat further 
declines through appropriate changes in discount 
policy, or whether they will allow the present re- 
cession to develop into a real depression. Thus 
will soon be shown whether the experiences of 
recent years have been lived through in vain. Yet 
in spite of this condition the Reichsbank continues 
to hold fast to its 7% discount rate when from the 
reserve point of view it is in position without 
further thought to apply the lessons of past expe- 
rience to the present decline and to lower its rate. 
Nevertheless, it has been often rumored that the 
Reichsbank will decide upon reducing the discount 
rate in January, 1929. It is to be hoped that if 
this change of policy does occur the measure has 
not again come too late. 
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TRENDS IN PERSONNEL ADMINISTRATION 
By W. J. DONALD anv EDITH KING DONALD 


HERE are so many different in- 
dustrial sections of the United 
States of America, each of them 
influenced more or less by the dominance 
of different types of industry and af- 
fected by different stages of industrial 
development, that any attempt dogmat- 
ically to indicate the personnel trends in 
America is likely to be subject to so many 
lines of dispute as to make the effort 
almost reckless. 

This paper will, therefore, attempt 
simply to survey the most outstanding 
new developments and to indicate trends 
which are likely to become most marked 
in the next few years. 


Organization of Personnel 
Administration 


The time was when personnel work 
was largely regarded as the job of the 
personnel man and there were many per- 
sons who argued that the personnel de- 
partment should have entire control of 
personnel administration. This was 
true particularly of the period from ap- 
proximately 1914 to 1920, when per- 
sonnel administration was being rapidly 
developed and when personnel men were 
struggling for a degree of recognition, 
influence, and even authority which pre- 
viously they had not had. The natural 
result was that with notable exceptions 
there was an over-emphasis of the au- 
thority of the personnel man and an 
under-emphasis of the personnel func- 
tions of the line organization from fore- 
man to president. This resulted in many 
conflicts of jurisdiction and authority 
which were very disturbing to the effec- 
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tive execution of a personnel program. 

Since the great depression in 1920 
and 1921, including among many other 
things some deflation of the personnel 
movement, a rather different point of 
view has grown up. 

In the first place, it has become a 
generally accepted principle that per- 
sonnel administration is a function of 
every person who supervises others in 
the organization. One hears speakers 
and finds writers discussing the qualities 
of foremen in terms of whether or not 
the foreman is a good personnel man, 
and there are even references to’ presi- 
dents and general managers as good 
personnel men. There are not a few 
presidents of companies who openly 
make the statement that they are the 
chief personnel directors of their com- 
panies. 

As a result, personnel men, instead of 
claiming that they have absolute power 
in selection, placement, and dismissal of 
workers, regardless of any preference 
or conviction on the part of the fore- 
man, are now claiming that it is the 
function of the personnel department to 
facilitate the work of the supervisor in 
dealing with the personnel problems in- 
volved in management. “Facilitation,” 
the admirably expressive term used by 
Mr. Oliver Sheldon in his excellent 
book, The Philosophy of Management, 
is a term which is beginning to make its 
influence felt in the United States and a 
term which gradually is being used more 
and more generally. The personnel de- 
partment is thus being recognized as a 
facilitating department, its functions be- 
ing to assist the organization in the 
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regarded as a substitute for the work of 
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preparation and execution of personnel tion of any department of a company. 
policy through research, advice, and co- In cases where supervisors have an un. 


operation. usual turnover or seem unwilling to co. 
operate with the employment depart. 
Organization for Selection ment, either by releasing men for trans. 


fer or by accepting a reasonable propor. 
An employment manager, for in-_ tion of men selected by the employment 
stance, does the initial job of weeding department for employment, the solu. 
out the applicants for employment, se- tion of such difficulties lies in the possibil. 
lecting those who would have a fair ity of the employment department's rec. 
chance of fitting well into the organiza- ommending to executives, higher up 
tion, and referring them to the super- than the offending supervisor, the pos. 
visor who is in need of additional help. _ sibility of the removal of the foreman 
In making this selection, the employ- or the correction of the abuses for which 
ment manager, of course, weeds out per- he has been responsible. 
sons whom the supervisor might be dis- In the development of the principle 
posed to employ but who would not fit that personnel administration is an in- 
well into the organization. It is still tegral part of management, there have 
true, and probably will continue to be been several other evidences of progress. 
true in the majority of companies, that For instance, it is customary for super- 
no supervisor will be permitted to em- visors to participate in the preparation 
ploy men who have not had the approval of such documents as a manual of em- 
of the employment department. But ployment procedure or a syllabus of in- 
the power of employment managers to structional outlines for the training of 
prevent a foreman from dismissing an employees. Members of the line organi- 
employee from his department has prac- zation, including the foreman, are much 
tically disappeared. Every foreman’ more likely to cooperate in carrying out 
has, or should have, the power to dis- the personnel program when they have 
miss from his department, referring the had a part in the preparation of the 
employee to the employment depart- policy and program and of the tools 
ment either for a final separation from which are to be used in making them 
the company or for transfer to some effective. 
other department. On the other hand, One very logical corollary of the 
most personnel departments have the newer point of view is an effort to train 
responsibility of transferring men from the supervisor in the process of carrying 
one department to another within the out the company’s personnel program. 
company even against the wishes of de- In some companies this has been done 
partment heads who may wish to keep informally for years and is simply in- 
men in their respective departments. Instinctive good management. _ Indeed, 
common practice department heads have there often is no thought-out philosophy 
learned the value of cooperation in this with regard to such an interpretation of 
matter, and transfers are made without policy. It is merely an expression of the 
friction. good sense or natural inclination of the 
In the light of this newer point of leaders of the business. But in very 
view, responsibility for results is clearly large organizations, even though the 
indicated and there is no confusion as to upper executives have this spirit and 
authority in regard to the administra- vision, it becomes extremely diluted be- 
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fore reaching the lowest ranks of super- 
visors. Therefore, it is highly desirable 
that some more or less formal steps 
should be taken to convey this policy ef- 
fectively down throughout the organ- 
ization. 

In the last two or three years a few 
companies have begun to train the super- 
visor in the carrying out of the com- 
pany’s personnel program. Without 
such steps, the personnel work of a large 
organization is likely to fall down at its 
weakest point, and all the energetic, in- 
telligent and well-informed efforts of the 
director of personnel will scarcely get 
past first base unless steps are taken to 
strengthen all the positions on the team 
by which the personnel program of the 
company must be carried out. 


Organization for Training 


This need for training all along the 
line finds expression most clearly in a 
company’s program for the training of 
employees. The training of rank-and- 
file employees has been conspicuous in 
American industry for nearly 30 years. 
At first the emphasis was primarily on 
what might be called education as dis- 
tinguished from training. In a good 
many cases such an educational move- 
ment was initiated by an executive off- 
cer of the company who himself had 
had comparatively few educational ad- 
vantages and who was inspired to give 
to his employees advantages which he 
had not enjoyed himself. The motive 
was essentially philanthropic rather than 
economic, and the driving power was 
emotional rather than intellectual. A 
contributing factor was the need for 
training in English and citizenship for 
the large number of non-English-speak- 
ing immigrant workers. A good deal of 
the instructional material had little bear- 
Ing on training for the job and might be 


regarded as a substitute for the work of 
the public schools. 

During the war and its attendant in- 
dustrial boom, industry was forced to 
lay emphasis on training for the imme- 
diate job, the consequence being a rapid 
growth of vestibule schools which pro- 
vided quick instruction in the elements 
of performing the job. Consequently, 
there was a shift from an emphasis on 
what may be fairly called industrial edu- 
cation to job training. 

Meanwhile, industrial training began 
to feel the influence of different peda- 
gogical ideas. Whereas the earlier in- 
struction offered by companies was con- 
ducted by what was called ‘“‘corporation 
schools” with formal class rooms, in- 
structors, et cetera, the newer tendency 
was for training the worker in actual 
production under an instructor foreman, 
and this change in method brought such 
quick and effective results that it was a 
very large factor in making possible the 
increase in wage levels which took place 
during the long boom period from 1914 
to 1920. 


The Project Method of Teaching 


Into American business has come of 
recent years a group of advanced peda- 
gogical thinkers from the university 
schools of education. They have 
brought with them the project method 
of teaching, involving what we now 
commonly call training on the job, and 
the preliminary steps that were taken 
during the war have in some quarters 
been carried much further to the extent 
that the supervisor, regarded as the real 
teacher of the worker, is being trained 
in the process of teaching so that he may 
perform his functions better than ever 
before, better than the training function 
was performed by corporation schools 
and better than it was performed by the 
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foreman or the journeyman before the 
era of corporation schools began.* 

The president of one of our most pro- 
gressive companies has frankly said that 
management is in large measure an edu- 
cation and training job. He illustrates 
this by telling how on one occasion a 
number of executives of his company 
analyzed management in terms of spe- 
cific operations and that after classify- 
ing all the typical operations, nine out of 
ten of them were listed under education 
and training. The reasonable inference 
from this analysis is that a great propor- 
tion of the training falls upon the shoul- 
ders of the supervisor and, in order to 
get that training done effectively, he him- 
self must be taught to train. This nat- 
urally raises the question as to what is 
the function of an educational or train- 
ing department. The answer may be 
given under four main headings. 

1. To provide that enthusiasm and 
promotive quality which spreads inter- 
est in training throughout the organiza- 
tion and creates desire and willingness 
on the part of every supervisor to take 
part in the training process. 

2. To help to prepare the instruc- 
tional outlines to be used by supervisors 
in the training of their workers. One 
says “help” advisedly because it may 
easily be recognized that when the super- 
visors themselves have prepared the in- 
structional outlines with the help of an 


1 One of the largest electric manufacturing com- 
panies has practically done away with all formal 
classroom instruction of employees and is concen- 
trating its efforts on training the foremen to train 
others. A syllabus for supervisors in an electrical 
public-utility company consists almost wholly of 
material which deals with teacher training for 
foremen. The assumption is that in order to make 
the training program really effective, steps must 
be taken to have the training of the worker con- 
tinuous from the time of entering the plant until he 
leaves it, and the principle is followed that the 
best training is that which is given in connection 
with actual work under normal circumstances of 
supervision, incentive, and responsibility. 
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educational department, they are much 
more likely to take an interest in the 
training program and to feel a definite 
responsibility for making it actually 
effective. 

3. To prepare, improve, and con. 
stantly revise the procedure for carrying 
out the training program, thus facilitat. 
ing the work of the supervisor. 

4. To take a very active part in train. 
ing the supervisor to train. 

On this point it might be argued that 
the higher executives ought to have the 
responsibility of training the supervisor 
to train, and doubtless as time goes on 
they will participate more generally in 
this phase of the training program. 
There are instances where a general 
manager has actually taken this position, 
and, having done so, has expected his 
associates next in line to take the same 
attitude with those further down in the 
organization. 


Labor Supply 


When the personnel movement first 
began in America, the chief emphasis 
was placed on those problems which 
have to do largely with the manual 
working force. This was intensified 
during the war period by the compara- 
tive dearth of labor. There is, of 
course, no less attention to these prob- 
lems today than ever before, thanks 
partly to immigration restrictions and 
the fact that were it not for increased 
output per man-hour due to “labor sav- 
ing machinery,” “labor saving manage- 
ment,” and better morale, the United 
States would be faced with a serious 
dearth of labor today. The labor-supply 
problem in America is likely to continue 
to be an important one. Indeed, there 
are those who believe that the present 
situation, in which there are compara- 
tively few strikes and a small surplus of 
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labor for employment, may not continue 
for many years. 

During the last three or four years 
the output per man has been greatly in- 
creased through vast installations of 
eflort-saving machinery and the intro- 
duction of incentives for factory work- 
ers and other similar measures, but it is 
a serious question whether the rate of 
increase of output per man-hour can be 
kept up and whether, with the growth of 
American industry and continued im- 
migration restriction, a dearth of labor 
will not reappear in serious form in the 
course of the next decade. 


Research 


Reference has been made to the ad- 
visory relationship of a personnel de- 
partment to the line organization. It 
will be recognized, of course, that the 
eflects of sound advice must be based 
not only on the personality and promo- 
tive qualities of the director of personnel 
activities, but also on scientific research 
in the field of personnel management. 
Incident to this changing conception by 
reason of which the personnel job has 
been placed squarely on the shoulders 
of the supervisor, the personnel depart- 
ment has been relieved to a considerable 
extent of what may be called operating 
personnel responsibilities, and is thus 
left time for more intensive research 
into the personnel problems of the com- 
pany. Consequently, personnel depart- 
ments are less disturbed than formerly 
by interruptions and are better able to 
concentrate on more fundamental inves- 
tigations of personnel problems. These 
have taken many directions, such as re- 
search on hours of work, bonus plans, 
pensions, profit- sharing systems, group 
insurance, suggestion systems, employee 
investments in company securities, sav- 
ings plans, mutual-benefit plans, discov- 


ery of methods of labor stabilization, 
and have even led to the developing of 
wholly new lines of products intended 
to fill in seasonal gaps in employment. 


Sales and Office Personnel Problems 


The end of the war marked the be- 
ginning of more severe competition due 
in part to excessive plant capacity. But 
the competitive struggle became intensi- 
fied through increasing competition be- 
tween lines of industry producing substi- 
tute commodities—the radio has begun 
to take the place of the talking machine, 
cement is making inroads in the con- 
struction industry, giving brick and steel 
construction a new line of competition 
more severe than they ever experienced 
from within their own industry. Im- 
proved transportation facilities bring 
sources of supply in competition with 
each other which formerly were serving 
non-competing territories. 

The result has been a severe demand 
upon the manufacturing end of business 
to bring costs of production down to 
even lower levels. The factory execu- 
tives have begun to protest and to urge 
that similar economies and reductions of 
unit costs be made in the marketing and 
administration expenses. As a conse- 
quence, personnel problems, which at 
one time seemed to be confined largely 
to the manufacturing side of business 
concerns, now are beginning to be recog- 
nized more and more clearly in the dis- 
tributing and administrative depart- 
ments. Office-personnel departments 
and sales-personnel departments have 
been established in many American com- 
panies during the last few years. Banks 
and insurance companies are giving at- 
tention to office personnel problems in 
much the same manner that was for- 
merly given to manual workers by manu- 
facturing companies. The careful selec- 
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tion and training of salesmen has be- 
come recognized as important as the 
training and selection of labor. 


Organization of Personnel Departments 


Another result has been that not in- 
frequently a company may have several 
personnel departments existing side by 
side. An office manager who is also a 
manager of the office personnel depart- 
ment, a factory personnel department, 
and a sales-personnel department may 
be found in the same concern. Ina com- 
pany with several plants there are 
usually managers of personnel depart- 
ments at each of the factories, with a 
central personnel department which has 
no authority over the personnel men in 
the various factories or other units, but 
which cooperates by providing informa- 
tion and advice for the personnel men 
in the various units as well as for the 
major executives of those units. There 
are instances of marketing organizations 
which have managers of personnel de- 
partments in their branch offices. 

Some years ago it was not unusual for 
companies to have several men each in 
charge of a phase of the personnel work. 
A company might possess an employ- 
ment manager, a manager of the educa- 
tional department, a secretary of the 
pension committee, a secretary of the 
mutual-benefit association, a safety engi- 
neer, et cetera, et cetera. In recent 
years there has been a tendency to co- 
ordinate these activities into one per- 
sonnel department in charge of a chief 
assisted by specialists in the various 
problems of personnel. 

One typical personnel department is 
headed by a supervisor of industrial re- 
lations who has as his associates a safety 
engineer, a manager of the employment 
department for headquarters, a person- 
nel statistician, an educational director, 
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a manager of the company store, and; 
medical director. Most of these haye 
an advisory relation to the executives 
of branch offices and branch factories as 
well as to personnel men in those respec. 
tive units. 

The position of the personnel man in 
the general organization differs in yari. 
ous firms as is often indicated by his 
title. There are a number of instances 
of personnel men who are staff vice. 
presidents of their companies. “En. 
ployment Manager” was a title very 
generally found a few years ago, but at 
present it has been superseded in many 
concerns by titles containing the word, 
“personnel.” For a time the title, “Per. 
sonnel Manager,” was spreading rap- 
idly, but recently such titles as “Direc. 
tor of Personnel Activities” and “‘Super- 
visor of Industrial Relations” have be- 
come more common. The fact that the 
title, “Personnel Manager,” is gradually 
disappearing reflects the point of view 
that the personnel man does not man- 
age or direct the personnel, but rather 
manages or directs the work of the per- 
sonnel department. The management of 
the personnel has become increasingly 
the province of the line supervisor. 
There is, however, very little uniformity 
in titles: ““Manager of Personnel Activi- 
ties,” “Service Manager,” “Manager of 
Training Activities,” and many others 
are found at present in common usé. 

Certain definite trends may be recog: 
nized in the various phases of the activi- 
ties of personnel management. 


Wages and Salaries 


There has been a very marked ten¢- 
ency toward the growth of extra incen- 
tives in the compensation of employees: 
There are, as is well known, a great va 
riety of formulae for setting up a com 
pensation plan, about 25 of them being 
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known by the names of the men who in- 
vented them. There are, in addition, a 
great many others which are adaptations 
of these. 

One of the most significant develop- 
ments is a comparatively rapid growth 
of group bonus plans for manual work- 
ers, intended to give additional compen- 
sation to the group on the basis of the 
output of the group. Sometimes these 
groups consist of men engaged in work 
of the same kind but in which several 
men must cooperate. In other cases, the 
group consists of men who carry on a 
series of operations through their sev- 
eral steps. In some cases the foreman is 
included in the group or at least receives 
extra compensation based on the output 
of the group. 

One of the distinct advantages of the 
group bonus plan is that it puts a pre- 
mium on cooperation, encourages work- 
ers to insist upon their fellow-workers 
doing a fair share of the work, and be- 
ing on the job promptly each day. In 
some cases, it encourages the worker to 
help train his fellow-worker. 

In dealing with the sales force extra 
incentives through commission plans or 
bonus plans are becoming very general. 
Until recently, however, there have been 
comparatively few instances of compen- 
sating office employees on the basis of a 
measured output. This has been due, in 
large measure, to the difficulty in meas- 
uring the output of various classes of 
ofice employees. In the last few years, 
however, some very substantial work 
has been done in developing methods of 
measuring office-employee output. The 
number of companies which are applying 
these methods is rapidly increasing, and 
new techniques have been evolved for 
measuring certain classes of office work 
which previously had defied measure- 
ment. 

This development is making it pos- 
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sible to compensate office employees on 
the basis of their output, and the next 
few years will probably see a very sub- 
stantial development in this direction. 

An intermediate stage in the compen- 
sation of office workers has been the de- 
velopment of what is usually referred to 
as job classification and salary standard- 
ization, in which jobs are rated and 
classified and minimum and maximum 
limits set for classes of jobs. 


Profit-Sharing 


In general, it may be said that the 
growth of profit-sharing as applied to 
rank-and-file workers has practically 
been abandoned in America. The con- 
viction has grown that, while profit- 
sharing may be an excellent arrange- 
ment as applied to persons of some re- 
sponsibility, it has comparatively little 
effect on the rank and file, and is always 
in danger of creating ill will when a 
period of low profits or of no profits 
arrives. 

Incentives, which are based on the 
actual output of the individual and an 
extra compensation paid very shortly 
after the production period has been 
completed, have in large measure taken 
the place of profit-sharing as applied to 
rank-and-file employees. 


Compensation of Executives 


In the days when ownership and man- 
agement were almost inseparable, the 
compensation of the manager was equiv- 
alent to the profits of the business, but 
with the practical divorce of manage- 
ment from ownership which came with 
large-scale industry and the develop- 
ment of the corporation, the first tend- 
ency was to put the manager on a salary, 
his dividends from stocks comprising a 
comparatively small part of his total in- 
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come. There were, of course, many pri- 
vate “deals” in which the manager was 
paid a salary and received as additional 
compensation either a bonus based on 
profits for the year or the dividends on 
stocks which were assigned to him and 
which by good management he might 
make extremely valuable. These cases 
applied, however, chiefly to the presi- 
dent or general manager of a company. 

In recent years there has been a dis- 
tinct tendency toward applying the prin- 
ciple of extra incentive to other execu- 
tives—factory managers, district sales 
managers, the foreman and other super- 
visors, and even to staff men—the result 
of whose efforts it is usually compara- 
tively hard to measure. 

Some of these plans take the form of 
the more or less old-fashioned profit- 
sharing plan. In general the tendency, 
however, has been to base the extra com- 
pensation, so far as possible, on a meas- 
urement of the results of the efforts of 
the particular individual. The net re- 
sult of this departure is to reintroduce 
into large-scale business in America some 
of the elements of incentive which were 
general when business was small and 
when the manager was also usually 
owner and thus had a direct interest in 
the business. 


Hours of Work 


The work time per day and per week 
has been decreasing in America over a 
long period of years. One of the zgreat- 
est issues of public importance was the 
steel industry’s twelve-hour day, which 
three years ago became a thing of the 
past. The elimination of the twelve- 
hour day in the steel industry does not 
seem to have in any way justified the 
alarming predictions which some per- 
sons were disposed to make. In fact, 
there were many people in the steel in- 


dustry who believed that it could haye 
been done long before. 

During the last two years the most 
significant occurrence was the adoption 
of the five-day week by the Ford Motor 
Company and the growth of a good deal 
of propaganda in favor of the general 
spread of the five-day week. There has 
been comparatively little evidence that 
the movement is spreading widely, but 
there are those who predict that five or 
ten years from now the five-day week 
will be as general then as the five-and-a 
half day week is today. 


Vacations for Manual Workers 


Vacations with pay for executives and 
ofice workers have long been general, 
only a comparatively small number of 
companies holding out against vacations 
with pay for office workers. 

More recently vacations for manual 
workers have become more general. In 
some quarters the opinion is held that 
this vacation with pay increases the loy- 
alty and efficiency of the worker and that 
it pays profits to the company even 
though it does somewhat upset the pro- 
duction schedule. A great deal depends 
upon the character of the industry and 
the custom of the community. 

It may fairly be said that, while there 
is no well-thought-out attitude on the 
practice of vacations with pay and that 
the practice is more or less a matter of 
expediency, nevertheless it is probably 
gradually becoming an unwritten part of 
the contract of employment. 

No American state has made yaca- 
tions with pay a legal requirement. 
Even in Canada, where this step has 
been agitated by labor organizations, no 
such action has been taken, nor is there 
any likelihood that such legislation will 
be passed in view of the rapid spread of 
vacations with pay. 
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Pensions 


Pensions have been rapidly becoming 
part of the industrial fabric of Amer- 
ica, at first slyly in the form of informal 
pension plans in the nature of special 
treatment of individual cases, and later 
more openly through the adoption of 
formal pension plans. ‘The topic is sub- 
‘ect to a great deal of dispute, and some 
companies, which established pension 
plans some years ago on a rather liberal 
basis, are beginning to find that the 
cumulating pension cost is much 
higher than they had anticipated. The 
lency now is, partly in order to keep 
yn the pension cost of companies, to 
t pension plans on a contributory 
er than the non-contributory basis 
on which most of the earlier pension 
ns were based. 


a 


pu 


Stock-purchase and Savings Plans 
\ good many companies have pro- 
vided for the purchase of the securities 
of the company by the employees. At 
rst such plans were established largely 
the expectation that they would in- 
ease the loyalty and the efficiency of 
the employees by giving them an interest 
in the company. Some of these plans 
were very generous, the company in 
many cases making a partial contribu- 
on 
More recently, the emphasis has been 
placed on the thrift and savings aspect 
of the purchase of company securities by 
the employees, and the contemporary 
stock-purchase plans have therefore 
taken on a somewhat more conservative 
aspect. 
One large company has established 
it is practically an investment trust, 
ifhliated securities corporation, the 
res of which employees buy. The 


rities corporation in turn purchases 


TRENDS IN PERSONNEL ADMINISTRATION 151 


a variety of securities, including the 
bonds, preferred and common stocks of 
the manufacturing company, as well as 
the securities of other companies. 


Insurance and Benefit Plans 


Group life insurance has been one of 
the substantial developments of the last 
ten years. Altogether there was ap- 
proximately six and one-half billion dol- 
lars of group life insurance in effect at 
the beginning of 1928. At first, a large 
proportion of group life-insurance plans 
were non-contributory—that is, the com- 
pany paid the whole cost—but more re- 
cently there has been a very strong tend- 
ency toward having the employee share 
in the cost. 

Similarly, there has been a decided 
growth of benefit plans, a movement 
which began earlier than did group life 
insurance. These benefit plans provide 
a scale of benefits for certain disabilities 
including accidents, sickness, and death. 
In many cases they exist side by side with 
group life insurance. In other cases 
they are more or less a substitute for 
group life insurance. As in the case of 
group life insurance, there has been a 
movement toward requiring contribu- 
tions from the company and also toward 
the administration of the mutual-benefit 
fund by an employees’ committee with 
the advice and cooperation of executives 
of the company. 


Vocational Adjustment 


The importance of the preparation of 
job descriptions and job specifications 
has been much discussed, but until re- 
cently the discussions had not led to 
much definite action, the logical step fol- 
lowing job analysis. Such specifications 
are essential for any plan of job classifi- 
cation and salary standardization. One 








ij52 


distinct tendency in job analysis is the 
setting-up of a statement accentuating 
the “job difficulties.” 

The introduction of new employees 
to their jobs, especially to the foreman 
and to the fellow-workers, and to their 
environment is being performed more 
effectively than ever before with distinct 
advantage not only to the company but 
also to the employee. Increased output 
and increased earnings during the initial 
period of employment and reduced turn- 
over among new employees are the re- 
sults to be gained. 

Gradually the idea of transfers and 
promotions from within the organiza- 
tion is spreading, without, however, tak- 
ing the form of a rigid rule which pre- 
vents the recruiting of necessary special- 
ists from outside the organization. 

The rating of rank-and-file 
ployees, which was much practiced some 
years ago, has largely been eclipsed by 
the growing attention to the rating of 
persons of possible eligibility for promo- 
tion to executive positions of greater 


em- 


responsibility. 

Promotion within the company is a 
policy adopted by a few companies with 
good effects on the morale of the organi- 
zation. 

Health and Sanitation 


Promotion of health and sanitation 
has probably been the least effective of 
all movements in personnel administra- 
tion, but this is a subject which is begin- 
ning to attract a great deal more atten- 
tion. The costs to the company and to 
the employees of ill health, consequent 
absence from work or inefficiency on the 
job, are regarded by many as vastly 
more important than the accident prob- 
lem to which a great deal of attention 
has been given in the past. 

In nearly all large companies medical 
examination prior to employment is the 
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rule, but compulsory periodic medica] 
examination for those already on the 
payroll has not yet been generally 
adopted. There are some companies 
following this policy and they are em. 
phatic in their praise of it, claiming that 
it has been attended by no serious com. 
plications or objections on the part of 
employees. 

In most companies, however, em- 
phasis has been placed on health educa. 
tion rather than upon compulsory ex. 
amination, and the general practice has 
been to concentrate not so much on the 
rank-and-file employees as upon the su- 
pervisors, who in turn carry the message 
of the health program to the employees. 
This is another good illustration of the 
advantages of a decentralized respon- 
sibility in personne] administration. 


Safety 


Because of the spectacular losses re- 
sulting from industrial accidents, a great 
deal of effort has been expended on re- 
ducing the number and seriousness of 
such accidents. Workmen’s compensa- 
tion legislation has been passed in all but 
three of the states, and safety work is 
vigorously promoted in many com- 
panies both large and small. 

Results from this phase of industrial- 
relations work can be isolated more 
easily than from any other, and this very 
quality of tangibility has undoubtedly 
had a great deal to do with the interest 
shown in accident prevention.  Cer- 
tainly the record of accomplishment is 
so remarkable, in companies where sus- 
tained and intelligent effort has been 
made, that it should serve to convince 
any set of officials of its value. 


Figures issued yearly by one large cor- 


poration indicate what can be done. 
From 1906 to 1926 serious and fatal 
accidents decreased 60.22 per cent, and 
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from 1912 to 1926 disabling accidents 
including all accidents with loss of time 
ater than the working turn) were re- 
, ieee $2.81 percent. This decrease has 
been concurrent with a marked expan- 
sion in properties and in numbers of em- 
ovees. Lhe results have been accom- 
lished by careful engineering, which 
hae + eee physical hazards in the 
nt or on machines; by keeping com- 
plete records of accidents subdivided by 
cause, which indicate where added pre- 
autions are necessary; and by a cease- 
less campaign of education. Each is nec- 
essary, but perhaps the educational cam- 
paign has yielded the greatest returns. 

About $20,000,000 has been spent on 

dent prevention since January 1, 
(912. Had accidents continued at the 
906 rate, however, far more would 
have been paid out under the vari- 
ous state compensation laws to the in- 
jur ured and their families. If, as a large 
insurance company recently stated, it is 
true that to every dollar of compensa- 
tion cost resulting from an accident must 
be added four dollars to pay for lost 
time, labor turnover, waste of mate- 
interference in production, and 
other conditions arising out of the acci- 

ent, the saving from accident preven- 
tion is many times greater. 

While for some years safety educa- 
tion was directed largely toward rank- 
ind-file employees, it has been found by 
inother very large company that still 
greater improvement can be made by 
oncentrating the safety educational per- 
sonnel activities and of carrying out the 
personnel program through and by the 
ine organization. 


rials, 


Service to Employees 


In the early stages of the personnel 
movement in America, a relatively large 
Proportion of attention was devoted to 


yy 
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what was called welfare work, compris- 
ing such activities as social clubs, recrea- 
tional activities, camps, athletic activi- 
ties, employee publications, company 
stores, sales and discounts for company 
products, legal aid, housing, and res- 
taurants. 

Probably as much is done by com- 
panies today as formerly along these 
lines, but this general group of ‘personnel 
activities is much less conspicuous be- 
cause it is being overshadowed by many 
newer and relatively more important 
activities. 

There has also been a tendency to 
eliminate certain classes of personnel 
service and to continue only those which 
have a direct bearing on the efficiency of 
the employee, his earning capacity and, 
by implication, his value to the company. 

Other activities which have a much 
less direct bearing on the company’s in- 
terest are being turned over more and 
more to actual administration by the in- 
terested employees themselves, and 
many of these are financed almost en- 
tirely by the employees. This gives em- 
ployees an increased measure of auton- 
omy and a more self-respecting status. 
This tendency is a good illustration of 
the trend away from a paternalistic atti- 
tude toward employees. 


Joint Relationships 


The term “joint relationships” is 
used in the United States to designate 
the dealings between management and 
employees on matters of mutual interest, 
particularly as affecting such vital sub- 
jects as wages, hours, and working con- 
ditions; discipline and grievances; and 
efficiency and economy of operation. In 
industries in which employers recognize 
trade unions, joint relationships usually 
are handled between the management 
and the union organizations. Union 
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contracts customarily cover wages, hours 
of work, and general conditions in the 
shop, and occasionally they include 
agreements for the mediation or arbitra- 
tion of disagreements, for unemploy- 
ment insurance, or for other subjects 
outside the routine of ordinary union 
negotiations. There has also grown up 
in some industries a system of union- 

management cooperation, having for its 
purpose joint endeavors toward the pro- 
motion of operating efficiency, the reduc- 
tion of costs, and the building-up of 
morale. The union labor movement is 
treated in another paper in this series. 


Employee Representation 


Perhaps the most impressive develop- 
ment of recent years in connection with 
joint relationships in American industry 
is employee representation. Under this 
classification are included all formal 
agreements for direct dealing between 
management and representatives elected 
by and from the employees in an indi- 
vidual company or plant. 

The representation movement as a 
conspicuous part of industrial manage- 
ment dates from about 1915 and, the 
period of its greatest growth did not be- 
gin until after the United States entered 
the World War. In the period of busi- 
ness depression beginning in 1921, a con- 
siderable number of plans were aban- 
doned, but in the last five years repre- 
sentation has shown a steady growth. 

Under the typical plan of employee 
representation the workmen of a single 
company elect representatives from 
among their own number, usually by vot- 
ing districts arranged in such a way that 
each representative has for his constit- 
uents fellow-workers with whose condi- 
tions and jobs he is intimately familiar. 
These employee representatives deal 
with representatives of the management 


through joint conferences and joint com. 
mittees and in other ways. The author. 
ity of the shop committees or works 
councils and the scope of subjects which 
they are authorized to consider vary in 
the procedure of different companies, 
While in a few cases, employees are pro- 
hibited from joining unions or from 
joining a particular union that has been 
in active opposition to the employing 
company, it is usual for a representation 
plan to provide explicitly or tacitly for 
the undiscriminating employment of 
union and non-union men. 

In addition to the organized practices 
in joint relationships that have been dis- 
cussed, there are many less formal meth- 
ods of dealing with subjects of mutual 
interest. In some companies the ap- 
proach of the employees to the manage- 
ment is limited to line officials, with 
whom the individual workman is re- 
quired to take up grievances or sugges- 
tions. In others the personnel depart- 
ment functions as the point of contact 
between management and employees. 
There are infrequent cases in which 
members of the company’s boards of di- 
rectors are elected by rank-and-file em- 
ployees. 

An important function of any proce- 
dure in joint relationships is the ex- 
change of information and opinions be- 
tween management and workpeople. 
Sometimes this is effected through a rep- 
resentation plan or an agreement for 
union-management cooperation, some- 
times through employees’ newspapers or 
other plant publications, and sometimes 
through more or less formal suggestion 
systems under which workmen are en- 
couraged to submit to the management 
their ideas as to improving conditions or 
methods of operation. Usually these 
suggestion plans include the payment of 
awards for valuable ideas that are 
adopted. 
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Interest in Personnel Administration 
Growing 


In the last few years there have been 
times when, on the surface, it might 
seem as though the personnel movement 
‘7 America had received a_ set-back. 
This impression was caused largely by 
the fact that at various times there 
seemed to be an unusual number of per- 
sonnel men looking for positions. It 
may be stated that there is vastly more 
interest in personnel administration in 
America than ever before and that this 
interest is on a sounder basis. For some 
years it was difficult to get the factory 
manager or the president or other line 
oficials to take an interest in personnel 
problems, the inclination being to refer 
all such matters to the personnel man. 
With the growing recognition that per- 
sonnel administration on a sound basis 
has a definite relation to the business 
success of the organization, a good deal 
of this former indifference has dis- 
appeared. 

Furthermore, it is being recognized 
that sound management has a very defi- 
nite relation to the interests of the em- 
ployees, and that the introduction of 
effort-saving machinery and labor-saving 
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management and the development of 
better morale almost inevitably result 
in greater output as a result of which the 
employees receive increased earnings. 

An interest in personnel administra- 
tion has become an eminently respect- 
able subject for discussion in business 
meetings, especially as the subject-mat- 
ter is approached in terms of manage- 
ment. Indeed, it would be practically 
impossible to keep tie subject of per- 
sonnel out of any meeting of executives 
discussing almost any management prob- 
lem, whether it be a meeting of treas- 
urers or comptrollers at a conference on 
financial management; of factory execu- 
tives at a conference on production; of 
sales executives at a conference on mar- 
keting; of office managers discussing of- 
fice management; or at a round-table o 
presidents discussing problems of gen- 
eral management. 

What appeared to be a period of de- 
clining interest in personnel administra- 
tion from approximately 1920 to 1924 
may now be interpreted as a period of 
transition which has led to a sounder 
concept of the function of personnel 
activity in the management of the con- 
cern and of its relation to the welfare of 
the community at large. 





SOME ECONOMIC CONSEQUENCES OF 
COMMERCIAL BRIBERY 


By W. H. S. STEVENS 


I. Commercial Bribery 


ployees is a prevalent and com- 

mon practice in many industries.’ 
“Under various names and various 
modes of attempted concealment this 
‘graft’ or ‘rake-off’ has been going on 
since the oldest of us were boys; indeed, 
it is a vice which is probably as old as 
man; the Old Testament refers to it (as 
in the Mosaic command, ‘thou shalt take 
no gift, for the gift bindeth the wise 
and perverteth the words of the right- 
eous’), and the parable of the unjust 
steward relates one method.’ Although 
the term commercial bribery is applied 
not only to money bribes but also to en- 
tertainment, gifts, and sales subsidies, 
the expression is much more generally 
and particularly associated with money 
bribes and is so employed in the first 
division of this study. 

While several states in this country 
have adopted legislation against com- 
mercial bribery, the majority have failed 
to do so. In these latter states, there- 
fore, it seems extremely doubtful that 
it is an offense against any law to bribe 
the employee to betray his employer. 
Furthermore, there is little or no indica- 
tion of any adequate enforcement even 
in those states having laws of this char- 


( plorecs is « ps bribery of em- 


1 Special report on commercial bribery—House 
Doc. No. 1107, 65th Cong., 2nd Sess.; Hearings 
before Select Committee on U. S. Shipping Board 
Operations, H.R., 66th Cong., 2nd Sess., pp. 1833-7, 
5089; Hearings before Committee on the Merchant 
Marine and Fisheries, to prohibit the payment of 
gratuities to the master of vessels, H. R., 66th 
Cong., 2nd Sess.; Hearings before the Committee 








acter. M. Q. MacDonald of the Unfair 
Competition Bureau of the Paint and 
Varnish Manufacturers’ Association tes. 
tified® a few years ago that he believed 
that he had the name of every case of 
record brought under the state statutes 
in question and that, except for five or 
six cases in the State of New York, there 
nad been a complete failure in enforce. 
ment. 

The campaign of the Federal Trade 
Commission against commercial bribery 
as an unfair method of competition be- 
gan in 1918, when this organization's 
investigation of complaints against many 
concerns for using the practice disclosed 
that a number of industries were liter- 
ally honeycombed with graft. The result 
was the issuance of a series of complaints 
against a large proportion of all the con- 
cerns in these industries and_ subse- 
quently of orders to cease and desist. 

Following a number of such orders in 
the paint and varnish industries, the 
members of the Paint Manufacturers’ 
Association of the United States and the 
National Varnish Manufacturers’ Asso- 
ciation and nearly every other manufac- 
turer of paint, varnish, and kindred 
products have required their salesmen to 
sign an agreement not to pay gratuities, 
commissions, et cetera, and not to use 
expense money for such purposes. The 


on Judiciary on Commercial Bribery, H. R. 66th 
Cong., 3rd Sess., Serial 23, and 69th Cong., 2nd 
Sess., Serial 24; Report of the United States Tariff 
Commission, 1918, pp. 24-25. 


2 Commercial and Financial Chronicle, Sept. 4, 


1920, Pp. 931. 


8 Hearings before the Committee on Judiciary 


H. R. 66th Cong., 3rd Sess., Serial 23, p. 19. 
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signing of a similar agreement is a pre- 
requisite to admission to either of the 
above-named manufacturers’ associa- 


tions.* 

This industry also began a vigorous 
campaign to eradicate the evil within its 
own field by the organization and main- 
tenance of an Unfair Competition 
Bureau. Crew states that at the time it 
was created it probably had no counter- 
part in the world, except possibly the 
Maskinaffarernas Forening Mot s. k, 
Hemliga Privisioner (Mutor) organ- 
ized in 1903 by the Swedish machine in- 
dustry.° 

As part of their program, the paint 
and varnish industries offered a reward 
of $1,000 cash for proof that any of the 
salesmen in the industry were violating 
the agreement above referred to, and 
this offer was placed in the hands of 
over 3,000 foremen.® 

Coming to a consideration of the eco- 
nomic effects of this practice it may be 
noted, first, that the tendency of com- 
mercial bribery is to exclude competition 
for the business of the concern whose 
employees are bribed.’ 

R. A. Plumb, President of the Trus- 
Con Laboratories of Detroit, stated of 
bribery, “There is a distinct advantage 
in securing business in this manner. The 
foreman varnisher in reality acts as an 
agent for the paint manufacturer, and, 
as long as it remains in his hands to de- 
cide what is the best material to use in 
his particular work, no other paint 
manufacturer will have a show of ob- 
taining business from that concern.® 


In the Baeder Adamson case® it ap- 
peared that the general sales manager 
advised certain partners of the concern 
that by the payment of a 5% commission 
he thought he could obtain the business 
of the Victor Talking Machine Com- 
pany, one of the largest glue buyers in 


the United States, with purchases in ex- 
cess of 360,000 pounds per annum; he 
was authorized by these partners to “go 
ahead.” At that time the Victor Com- 
pany had for a number of years been 
buying its glue from Milligan and Hig- 
gins of New York City. Immediately 
following the above-mentioned permis- 
sion, the superintendent of the factory 
of the Victor Company (who in the 
operation of the system of factory man- 
agement had the final power of decision 
as to the glue to be bought by the pur- 
chasing department) reported to that 
department that the glue of Milligan 
and Higgins then being used had “gone 
bad” or failed to work satisfactorily, 
mentioned the necessity of forthwith 
procuring other glue for the work, and 
suggested that the purchasing depart- 
ment procure glue from Baeder Adam- 
son & Company. 

From then on and until 1920 the fac- 
tory superintendent’s requisition slips 
for glue all called for Baeder Adamson 
glue, which was purchased to the total 
exclusion of the products of Milligan & 
Higgins and other competing concerns. 

On or about February 1, 1919, after 
the Victor cabinet factory had reported 
Milligan & Higgins glue to be unsatis- 
factory, Charles Blake, one of their 
salesmen, took samples of the glue re- 


*Albert Crew, The Law Relating to Secret Com- 
missions and Bribes, with notes by M. Q. Mac- 
Donald, pp. 239-40. 

5 Ibid, p. 240. 

®M. Q. MacDonald of the Unfair Competition 
Bureau of the Paint and Varnish Industry before 
the National Association of Purchasing Agents at 
Indianapolis, October, 1921. 

7 Evidence of Commercial bribery collected by 
the Federal Trade Commission in unfair competi- 
tion cases and transmitted to Senator Duncan U. 
Fletcher. Printed for use of the Senate Committee 
on Judiciary, 6sth Cong., 2nd Sess. Hereinafter 
referred to as the Fletcher letter, pp. 14-15. 

8 Ibid., p. 9. 

°F. T. C. vw. Baeder Adamson, 1V F. T. C., 
Dec. 129. 











158 


ported bad, tested them and found the 
glue in every respect equal to any which 
his company had been furnishing the 
Victor people. He so reported to the 
Victor purchasing department and was 
accompanied to the cabinet factory office 
where he made the same report to the 
superintendent of the factory. Blake re- 
quested permission, which was rein- 
forced by the Victor purchasing depart- 
ment, to go into the cabinet factory and 
make tests and demonstrations with the 
glue. This request was peremptorily re- 
fused by the superintendent, who accom- 
panied his refusal with such discourteous 
language that Blake refused to have any 
further dealings with him.”® 

The almost invariable result of such a 
situation as the foregoing is that, though 
perhaps originating with only one con- 
cern, bribery rapidly becomes the prac- 
tice of the entire industry. No matter 
how superior the quality of his goods, 
and no matter how low his price, any 
producer will none the less find it ex- 
tremely difficult, if not impossible, to 
sell in competition with concerns em- 
ploying bribery. ‘From an experience 
of thirty years in the industry,” writes 
one manufacturer, “I don’t believe that 
there is a single house in it that has not 
had to pay bribes to hold old business 
or to obtain new business.”™ 

“While there are sometimes a few 
companies that will not resort to brib- 
ery, despite the employment of this 
method by their competitors,’ such con- 
cerns are generally few in number and 
more frequently perhaps are non-exist- 
ent. The alternative of failure to bribe 
is loss of business, and it is scarcely to 
be expected that any considerable por- 
tion of the industry will be able to re- 


© Record, Ibid., Stipulation of Facts, paragraphs 
4, 6, 24, pp. 6-8, 39. 

1 Op. Cit., House Doc. No. 1107. 

2 Op. Cit., Fletcher letter, p. 16. 





se et te tC | 


HARVARD BUSINESS REVIEW 


sist this pressure (save with outside 
aid). 

“As to its effect on our business, we 
have the choice between doing the same 
as other manufacturers do, in which case 
one feels like a crook, or refusing to do 
it and losing the business, in which case 
one feels like a sucker. I have tried both 
plans and know whereof I speak. 

“Please bear in mind that the cop. 
cerns that are the most heavily engaged 
in this bribing business are the largest 
and most reputable concerns in the coun. 
try. The small manufacturer who js 
starting in to build up a trade has almost 
got to follow suit or quit. * * * We 
abandoned, long ago, certain lines of 
trade, which we ought to sell, because 
they were so honeycombed with graft 
that we concluded that it was no use.” 

An interesting corollary of the ex- 
clusion of the goods of competitors is 
pointed out by Chambon.” He suggests 
that, inasmuch as the bribed purchasing 
agent or employer must see to it that 
competition is excluded, the business em- 
ploying him necessarily loses the knowl- 
edge of the goods in the market and the 
profitable utilization of progressive 
ideas. 

Despite the foregoing statements with 
reference to the exclusion of competing 
goods under a system of commercial 
bribery, such exclusion is often a ques- 
tion of degree and in specific cases may 
be relative rather than absolute. This 
arises from differences in the character- 
istics of the bribe-takers. All recipients 
of money bribes may be divided into 
two classes, “fighters” and “floaters.” 
Bribe-takers of the first class can be ex- 
pected to fight for the concern subsidiz- 
ing them; that is to say, they are loyal 


13E, Chambon, “Underhand Competition,” ¢x 
tracts from German papers on the “Graft Evil” 
copied from the Oil, Paint and Drug Reporter, 
November 14, 1904. 
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to the interests of that concern to such 
» extent that they will not accept bribes 
om others nor, if they can prevent it, 
llow the goods of others to be pur- 
chased. The “floater,” on the other 
hand, owes allegiance to no one and is 
for sale to any and every bidder. 
\lthough competing concerns are thus 
to all intents and purposes absolutely ex- 
cluded from the business of a fighter’s 
organization, no one can be said to be 
ictually excluded from that of a floater’s 
company except those who express an 
unwillingness to pay the price to pur- 
chase entrance. 

By no means the least important of 
the evils of commercial bribery is the 
effect on prices and quality. ‘“There can 
be no doubt that, in any industry where 
it is necessary to satisfy the demands of 
a grafting employee, the additional sell- 
ing expense must be added to the cost 
of doing business’”* of the seller. This 
in time results in increasing the prices 
paid by the purchasers, either (1) di- 
rectly, through advances in such prices 
or (2) indirectly, through the delivery 
of inferior grades of merchandise to the 
purchaser. In the Sealwood case the 
president of the Advance Paint Com- 
pany testified that the elimination of 
gratuities to employees of customers had 
reduced selling expenses about one- 
third; that from 1913 to 1916 his com- 
annual selling expense ranged 
from 15.6 to 17.8% of sales; that in 
i917 when the gratuities were elimin- 
ted, selling expense fell to only 10.5%, 


nan 
‘a 


lestimony of M. Q. MacDonald of the Unfair 
Bureau of the Paint and Varnish 
cturers’ Association before the House Judi- 
66th Cong., 3rd Sess., Serial 23, 


\ mpetition 
y Committee, 


, Record F. Sealwood Co., Doc. 
PP. 49-50. 

F T. C. v. Baeder Adamson Co. Record, Stipu- 
n of Facts, paragraph 20, p. 18. 

Uncertified Copy of Decree No. 1513 in Clewe- 


nd Woolen Mills v. W. H. Durkee. 
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and that from 1918 to 1920 it ranged 
from only 9.6 to 10.8%." 

A somewhat similar experience was 
that of the Baeder Adamson Company 
which, through the elimination of com- 
missions,'® was enabled to make a re- 
duction of 5 cents per pound on all de- 
liveries subsocnont to March, 1921. 

The delivery of inferior goods is ob- 
viously merely another form of in- 
creased prices—the manufacturer pays 
the price of a higher grade, but receives 
a lower—in effect, an increased price for 
a lower grade. 

In the Warren Soap case™ the de- 
cree of the court found that the defend- 
ant, W. H. Durkee, and the defendant, 
Warren Soap Manufacturing Company, 
entered into a corrupt, collusive, and 
fraudulent agreement and conspiracy 
whereby the Soap Company agreed to 
pay Durkee certain commissions on all 
soap bought by him for the complainant 
from the Warren Soap Company. Asa 
result of this collusive agreement and 
conspiracy, the Soap Company furnished 
to the complainant through Durkee an 
adulterated and greatly inferior grade 
of soap at the price usually charged and 
paid for the standard grade of soap, and 
the complainant used from two to three 
times as much soap as if the Soap Com- 
pany had furnished the grade usually 
supplied by reputable manufacturers and 
dealers at the price paid by the com- 
plainant.’® 

Because of this fraudulent and collu- 
sive conspiracy, therefore, the complain- 

18 “Tt was customary to put one good barrel of 
soap in every lot shipped, to be kept aside by the 
overseer for analyses and inspection. In that bar- 
rel would be a nail put through the plug, or else a 
different batch number on the head of the barrel 
from that on the other barrels which were poor, in 
that lot of barrels shipped, and the finisher would 
be instructed to that effect.”—Extract from deposi- 
tion of J. F. Willis taken on behalf of complainant 


in Cleveland Woolen Mills v. Geo. Dunham in 
Oct. 31, 1917. 


Chancery Court at Cleveland, Tenn., 
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ant paid from twice to three times as 
much for its soap as it should have paid 
in a period of over four years. 

The Court further found that Durkee 
had obtained bribes, rebates, and secret 
profits amounting in all to $16,570, for 
which he was liable to the complainant 
with interest. In addition, the court 
held that the complainant had sustained 
costs and damages amounting to $53,- 
856.65 in the increased cost of the soap 
bought and used by it during the period, 
for which Durkee and the Warren Com- 
pany were jointly and severally liable 
to the complainant with interest. 

It appears to be the opinion of var- 
ious manufacturers that, where it is at- 
tempted to pass on the bribes paid in the 
form of higher prices to the purchaser, 
the amount added is often in excess of 
the expense incurred. “It goes without 
saying that where a bribe is paid to an 
employee the bribe is added on to the 
purchase price, and not only this but it 
is usually added on two- or threefold, 
because it is easy to get any price that 
you wish when you have a friend on the 
inside who can not use anybody’s goods 
but yours.’’’® 

The bribe-taker will not usually per- 
mit any complaints to be made against 
the products of the manufacturer who 
bribes him. If any defects appear in the 
work, he will smooth them over and 
hide them from his employer.” This, of 
course, tends to continue the practice in- 
definitely on this basis. Another manu- 
facturer writes that, if there is anything 
wrong with the materials sent, “they 
[the sellers] know that their man will 
use them up if he possibly can and not 
report the matter to the office.’ 

Two other effects of the practice of 
commercial bribery are perhaps worth 
noting. The one is the possibility of dis- 
honest salesmen’s splitting bribes with 
the employees of their customers, the 
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other the frequent waste resulting from 
the practice. When it is left to the sales. 
man to distribute graft, it is an easy 
thing to claim that he has paid 10 or 1; 
cents more per unit than he has actually 
expended, keeping the difference him. 
self. Thus, in effect, the purchasing com. 
pany may pay in the purchase price not 
only the necessary bribes of its own em. 
ployees but also a rake-off to the sales. 
man of the selling house. 

It is also a characteristic of the sys. 
tem that materials may be deliberately 
damaged, destroyed, or thrown away. 
Adrian Joyce, a former sales manager 
of the Sherwin-Williams Company, 
stated that that company invented a 
scarlet dye but had no success in its en- 
deavor to market it. He cited as an ex. 
ample an instance where this dye had 
been sold to a manufacturer, who re- 
ported that the goods came out a “dirty 
brown.”’ His company submitted an- 
other sample, which also proved to be 
unsatisfactory. The dyes had appar- 
ently been tampered with by the dyer, a 
common occurrence when commissions 
are not paid. Naturally, the textile man- 
ufacturers will not take any chance of 
having their goods spoiled by insisting 
that the dyer use dyestuffs of which he 
does not approve. Dyers are skilful, 
having their own formulas and knowing 
exactly how to match shades with var- 
ious dyes, and Mr. Joyce asserts that the 
manufacturer is entirely at their mercy.” 

“T have also known of cases,” runs 4 
letter to the Commission, ‘‘where the 
finisher, if he was hard up, would empty 
part of a barrel into the sewer, so he 
could make requisition for another bar- 


rel and get his rake-off.”’** 


19 etter to Chamber of Commerce of the United 
States, June 22nd, 1917, op cit., Fletcher letter, p. 2! 
20R. A. Plumb, ibid., p. 9. = 
21 Letter to Commission, August 24, 1917, ibid. 

p. 15. 


22 Dhid., p. 9. 8 Thid., p. 16. 
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Looked at from the standpoint of 


‘r competition in the economic sense, 


-e can be only one decision as to the 
tice of commercial bribery. As al- 
‘indicated, the natural tendency 
| effect of this policy is to compel all 
-ompetitors of an organization em- 
ng the practice to resort to similar 
-s in order to procure business. No 
tter how great the superiority of 
npeting goods, in either quality or 
or both, it is extremely difficult, 
ften impossible, to sell such goods 
hese characteristics alone in compe- 
1 with commercial bribery. The 
tice as a consequence soon comes to 
le the entire industry, with the re- 

it the struggle for business ceases 

be a competition in prices, quality, 
| superiority of service, and becomes 
rily a competition in_ bribery. 
non-bribing organization sell- 


+ > 
uS, Clie 


r on prices, quality, and service, com- 


s at a heavy handicap and can not 
n that proportion of the total busi- 
hich it would secure if commercial 
were eliminated and competi- 
nducted solely on the basis of 
lucing and selling efficiency. 
‘om the standpoint of the consum- 


public, the situation created is one 


which the results of competition are 


the natural and normal ones of 


ver prices and better goods but rather 


WS 


¢ 
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CF 


ervants, and other agents and em- 


i 
rn +} 


rking with inferior materials.” 


reverse—higher prices and inferior 
ty. “Goods become considerably 
for the sums spent on bribery 
lculated into the price, and at the 
time they are depreciated through 
24 
‘The practice of the payment of com- 
sions by retail and other merchants 
stewards, butlers, chefs, cooks, 


‘oyees of their patrons is wide-spread 


\ 


e District of Columbia. In many 


ses the practice is known and assented 
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to by the patrons. * * * More- 
over, as the payment of these commis- 
sions increases the costs of the retailer’s 
business, the necessary direct result to 
the public at large is a general increase 
in prices.’ * 

A valuable aid to the Federal Trade 
Commission in its work against com- 
mercial bribery has been its Trade Prac- 
tice Conferences. It is worth noting that 
at a number of such conferences rules 
have been adopted by certain industries 
looking to the elimination of commercial 
bribery.”® 

II. Gifts and Entertainment 

While outright money bribes are 
quite generally condemned by nearly 
everyone, there is usually to be dis- 
covered an attitude of greater com- 
plaisance toward gifts other than 
money, and particularly toward the 
dispensing of entertainment. It be- 
hooves us, therefore, to inquire some- 
what into the basis of this attitude and 
the extent to which it is sound or un- 
sound. 

Both lavish entertainment and valua- 
ble presents were recognized as a form 
of commercial bribery as early as 1899 
in the justly celebrated report of the 
London Chamber of Commerce. “The 
bribes given naturally take many forms; 
most generally they are given in the 
simple form of money payment, the 
worst form of which is a pro rata com- 
mission on the busingss done; sometimes 

“4 Report of the German League against bribery 
to the International Congress of Chambers of Com- 
merce and Commercial and Industrial Associations, 
Sept. 1, 1913. 

25 Notice issued by Clarence R. Wilson, Federal 
Food Administrator for the District of Columbia, 
Nov. 4, 1918. 

26 Cf. F. T. C. Trade Practice Conferences; Oil 
Industry, paragraph 13; Anti-hog-cholera Serum 


and Virus, paragraph 4, Insecticide and Disinfec- 
tant Industry, Cotton Seed Oil Industry, Rule 3. 
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in the shape of a loan, which places the 
borrower at the absolute mercy of the 
lender, who, if he be dissatisfied with 
the amount of custom he receives, can 
call in, or threaten to call in, the loan; 
sometimes the bribe consists of presents 
of plate, wine, or other things, and not 
infrequently it is administered in the 
form of lavish hospitality and treat- 
—" = 

In what, then, lies the distinction 
hetween the giving of money on the one 
‘hand and the giving of lavish entertain- 
ment and valuable presents on the 
other? Does it lie in the difference in 
the character of the commodity given, 
the purpose of the gift, or in difference 
in the economic or other effects? It may 
probably be admitted at the outset that 
psychologically at least there is a dis- 
tinction between money gifts and other 
forms of bribery. Precisely wherein this 
distinction lies it is difficult to say, but 
the money bribe may generally be re- 
garded as of a more binding character 
than other forms of gifts or entertain- 
ment. By analogy, the acceptance of 
bribe money appears in somewhat the 
same light as the acceptance of con- 
sideration in a contract. It creates, as 
if were, a contractual obligation requir- 
ing the donee to perform. The accept- 
ance of entertainment and gifts other 
than money, on the other hand, has no 
such binding contractual force. Though 
all sense of obligation on the part of the 
recipient is not necessarily absent in this 
case, it is usually present in much less 
degree and frequently not at all. Instead 
of gifts and entertainment being re- 
garded as binding the recipient to per- 
form, they are looked upon rather as a 
means of persuading, inducing, or influ- 
encing him, which may or may not be 
successful, depending upon similar at- 
tempts or efforts on the part of competi- 
tors. Presumably for this reason, one 


student with exceptional opportunities 
for observation has shrewdly character. 
ized the employment of gifts and enter. 
tainment as “‘the intensive cultivation of 
good-will.” 5 

Moreover, a wide variety of syr. 
rounding circumstances ‘seriously affects 
presumptions as to the intentions and 
purposes of those responsible for gifts 
and entertainment, as it does not in the 
case of money bribes. It is not difficult 
to agree with the leading English av. 
thority on the subject of bribery when 
he concludes, “Any gift which is given 
in proportion to the amount spent by 
the employer is invariably corrupt.” 

Under other conditions, however, any 
such presumption is probably quite un- 
safe without a careful examination of 
the surrounding conditions and circum. 
stances. These include the degree of 
acquaintance or friendship of the parties 
outside of purely business relationships, 
the value of the gifts or entertainment, 
particularly with reference to the cus- 
tomary standards of living and social 
position of the parties, and various 
other similar factors.*° 

Examined from the point of view just 
considered, it may perhaps be conceded 
that money bribes should be more pro- 
ductive of results than either gifts or 
entertainment. This, however, is only 
one aspect of the situation. From an 
other standpoint gifts and entertain 
ment may be considered as_ infinitely 
more effective than are money bribes, 
because the latter can not be employed 
as a means of influencing business except 


27 Report of the Special Committee of Secret 
Commissions of the London Chamber of Commerce 
1899, P- 4. ” 

28M. Q. MacDonald of the Unfair Competition 
Bureau of the Paint and Varnish Industry. 

2° Crew, op. cit., p. 104. 

80 Cf. Fletcher letter, of. cit., pp. 25-26; The Pur 
chasing Agent, Feb., 1919, pp. 41-3, and December, 
1921, Pp. 51-3. 
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when the recipient is of the type willing 
ro accept money. There are many in- 
dividuals who will accept entertainment 
ne gifts with considerable freedom, 
ho would not only refuse an outright 
soney bribe but would violently resent 
anv such offer.2t. In these cases, there- 
fore, entertainment, gifts, and similar 
offers alone are practicable so that the 
greater productivity of the money bribe, 

where it will be accepted, is largely off- 
ot —conidasial such practices as a 
whole—by the large proportion of cases 
in which only the former methods can 
be employed. By gifts and entertain- 
ment it is possible to reach large groups 
who would otherwise be impossible of 
approach, and therein lies a reason for 
regarding the practice as in many re- 
spects more reprehensible than outright 
money bribes. 

It is a characteristic of the money 
bribe that the recipient, if he possesses 
ability to distinguish right from 
wrong, can not accept it without know- 
ing that he is dishonest. Gifts and en- 
tertainment are by their nature more 
insidious. They appear clothed not in 
the garb of dishonesty, but in that of 
friendliness and good fellowship. The 
recipient accepts, frequently deceiving 
himself into the belief that he is unin- 
fluenced thereby, and ultimately be- 
comes thoroughly corrupt while continu- 


W 


the 


| ing to regard himself as entirely inde- 


pendent and honest in his action. This 
involves a gradual breakdown of moral 
fiber and suggests that from a broad 


_ social point of view gifts and entertain- 


ange 





ment may be even more serious than 
outright money bribes. 

In the New Jersey Asbestos case the 
president of this company testified that 
he “would go the limit” if an employee 


. of one of his customers wanted a wine 


dinner. Expenditures upon single oc- 


casions ranged from as low as $5 to as 
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high as $125. One of the petitioner’s 
salesmen testified that as often as two 
or three times a week he made it a 
practice to entertain chief engineers of 
steamships to which he furnished sup- 
plies, taking them to dinner and the 
theater on each occasion, that he was 
directed by the officials of his company 
to give such entertainment to these en- 
gineers and was allowed expense money 
for that purpose. In a single year 
this company’s entertainment expense 
amounted to nearly 5% of the corpo- 
ration’s gross sales and constituted one 
of the largest items of expense for the 
year. Despite these facts the Circuit 
Court of Appeals of the Second Circuit 
reversed an order of the Commission 
against this company under Section 5 of 
the Federal Trade Commission Act, 
taking judicial notice of the fact that 
the method of entertainment found to 
be unfair had been an incident of busi- 
ness from time immemorial !* 

If it is established that the purpose 
of the gifts or entertainment was to pro- 
cure business, as it seems to have been 
in this case, there is certainly sound rea- 
son for concluding that the economic 
effects are substantially the same as 
when money bribes are employed; that 
there are present the same tendencies in 
both to transfer competition from a 
price-service-quality basis to one of gifts 
and entertainment, to exclude competi- 
tors not engaging in the practice, to 
force such competitors into similar 
methods, to increase cost, and to pass 
along this cost to the consumer. 

When the facts do not warrant the 
conclusion that any influencing of busi- 
ness is intended or has resulted from 





81 Individuals who accept money bribes will 
probably also accept entertainment and other gifts, 
but those who accept entertainments and presents 
will not always accept money bribes. 

82 New Jersey Asbestos Co. v. F. T. C., 


P. 509. 


264 Fed., 
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gifts and entertainment, it seems im- 
possible to assume that they have the 
same effects as money bribes. Even in 
these cases, however, the question of 
ultimate consumer cost still remains, 
and the practice is open to criticism on 
that ground if no other.* 


III. Subsidizing Salesman 


Another marketing practice, which 
bears a certain resemblance to commer- 
cial bribery, gifts, and entertainment, is 
the subsidizing of dealers’ salesmen. By 
this is meant that the manufacturers of 
certain lines of goods offer to the sales- 
men of dealers—wholesale, retail, or 
both—inducements to push their goods 
in the form of cash prizes or other 
rewards. Usually these inducements 
appear to be in proportion to the sales- 
men’s volume of sales of the goods of 
the particular manufacturer offering the 
rewards or prizes.** 

In comparing sales subsidies, money 
bribes, and entertainment and gifts, an 
interesting point of differentiation in the 
three practices is the degree of secrecy 
involved—a matter which incidentally 
is unduly stressed by the courts. From 
this standpoint entertainment and gifts 
occupy an intermediate position between 
money bribes on the one hand and sales 
subsidies on the other. Secrecy is prac- 
tically always the accompaniment of 
monetary gifts, employers of bribe- 
takers usually being unaware of the 
bribery. In other cases they are aware 
of it in a general way but are practically 
powerless to stop it. The employer’s 
knowledge of entertainment and gifts, 


83“The practice of holiday gifts from industrial 
concerns to representatives of their customers is one 
which may be criticised in principle. Though the 
individual tokens in themselves are of restricted 
value, in the aggregate the cost of such gifts is a 
considerable item which must necessarily be ab- 
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other than money bribes, to his em. 
ployees is probably very common be. 
cause of the previously stated difference 
in psychology. It is also true that the 
general attitude of most organizations 
is likely to be much more lenient toward 
such propositions. For example, un. 
doubtedly many concerns know that 
their buyers and others go to luncheon 
and dinner with salesmen and that such 
employees often are recipients of Christ. 
mas presents and other gifts. The prac. 
tice is not regarded as reprehensible by 
these concerns, but has come to be more 
or less customary in certain lines and, 
for that reason, is considered worthy of 
little or no attention. 


Although by inference and otherwise 
there is some reason for believing that 
sales subsidies may have been given to 
salesmen without the knowledge of their 
employers, all such subsidies are known 
to the distributor and are consented to 
or acquiesced in by him in the cases of 
record examined by the writer. Obvi- 
ously, it is more difficult to obtain satis- 
factory cooperation by bribes or offers 
on the selling than on the purchasing 
side of a business. In order to be ap- 
preciably effective in selling, proposals 
must be made to more than one indi- 
vidual and, to obtain the best results, 
they must be competitive. In the case 
of purchasing a different condition ex- 
ists; one individual is likely to be in 
control of the situation, and results can 
be obtained through him alone. It is 
generally necessary, therefore, in sales 
subsidizing to secure the cooperation or 
acquiescence of the wholesaler or re- 
tailer. 


sorbed in selling cost. From the economic stand- 
point, elimination of the practice would tend to- 
ward a reduction in cost.”—Christmas Girts edi: 
torial in The Purchasing Agent, December, 1921. 

84 Cf. F. T. C. Dockets 207, 226, 238, 239, 516 and 
617. 
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\[uch stress is laid upon this lack of 
<ecrecy by those who use and employ 
‘es subsidies, as though this knowledge 

the part of the employer foreclosed 
the question of the economic and other 
fects of the policy. It is often as- 
umed, particularly by the lawyers and 
even by the courts, reasoning from the 
alogy of fraud, that the principal vice 
ill these methods of bribery 
sifts, entertainment, subsidies to sales- 
men, and the like lies in the secrecy 
of the arrangement. This concept, 
owever, is essentially legalistic, in that 
t considers only the injury to the buy- 
ers, while the effect on both consumers 
and competing manufacturers is entirely 
disregarded. 

Examined solely from the broader 
economic standpoint, however, it may 
well be doubted that the secrecy of the 
offers of bribes, commissions, salesmen’s 
subsidies, et cetera, forms any sound or 
substantial basis for condemning these 
practices in such cases and approving 
them when done openly. The ultimate 
test should be the economic effects and 
results, and it is probably demonstrable 
that these are much the same irrespec- 
tive of the degree of secrecy involved. 


Sa 








The purpose of the manufacturer in 
subsidizing the dealer’s salesman is to 
move the goods, and the purpose of the 
dealer in accepting the offer is doubtless 
the same.*® By the use of the subsidy 


*“Q. How is he [the jobber] benefited * * *? 
A. In the same manner that he is benefited in the 

vement from his stock of any of his purchases. 
Q. And in what way, then, are you benefited? A. 
In exactly the same manner * * * the movement of 
he goods toward the consumer.” Scotland (Sales 
Director Cleveland Macaroni Co.) F. T. C. v. 
Cleveland Macaroni Co. Record, p. 47. 


The jobbers’ salesmen were pushing some- 
ng that they felt they were going to get some- 
ng out of; * * * If we are all on an equal basis, 

e he does not get a premium or rebate of ten 

ents a case, he naturally has got no favorite brand 
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the manufacturer expects to enlist the 
cooperation of dealers’ salesmen, in- 
ducing them to give preference to his 
goods against the unsubsidized wares of 
competing manufacturers.*® As a result 
there is a concentration by dealers’ sales- 
men on the goods of the subsidizing 
manufacturer ** and loss of its interest 
on the part of salesmen and dealers in 
the unsubsidized lines. “If the jobber 
salesman is already sold on the proposi- 
tion,’ testifies one manufacturer, “‘it is 
useless for us to try to sell his employer 
our goods.” ** 

While this statement is doubtless too 
broad, there is testimony in the maca- 
roni case that certain specific dealers 
actually did refuse to buy the unsubsi- 
dized lines.*® In one case apparently 
this lack of cooperation went to the ex- 
tent of a refusal by a jobber to fill 


. orders taken by the manufacturer’s own 


specialty salesman.*® Even though no 
such refusals to purchase or handle un- 
subsidized lines are encountered, some 
loss of business by the manufacturers of 
such goods is scarcely to be avoided.* 


Another effect of the sales subsidy, in 
those cases where this subsidy is offered 
to jobbers’ salesmen, may be the “‘load- 
ing-up” of the retail dealer with a par- 
ticular brand. ‘This renders unproduc- 
tive the work of the manufacturers’ spe- 
cialty salesmen, who thus run up ex- 
penses without being able to obtain any 





that he pushes.” Martoccio (macaroni manufac- 
turer) ibid., p. 193. 

87“Tn other words, after they sold a certain 
amount of Cleveland Macaroni Company’s goods, 
they were given a hundred-dollar premium; * * *. 
They gave that, as a general rule, to all jobbers, 
and while they had this offer on, of course the 
jobbing salesmen were pushing their goods.” Mar- 
toccio, ibid., pp. 191-2. 

88 Brown (macaroni manufacturer) ibid., p. 86. 

89 Brown, ibid., p. 86; Blackman, ibid., pp. 96-97. 

#9 Brown, ibid., pp. 85-6. 

#1 Maull, (macaroni manufacturer) ibid., pp. 76-9. 
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considerable volume.** This situation 
may be aggravated when the premium 
or subsidy applies to goods sold for fu- 
ture delivery, since in this way it is prac- 
ticable for the salesman to load the 
retailer with a particular brand for a 
considerable period in advance. In the 
Macaroni case one manufacturer testi- 
fied that premiums applied to goods sold 
in July for September or October ship- 
ment.** 

The available evidence regarding the 
effects of subsidies, therefore, apparently 
warrants the conclusion that this prac- 
tice, as well as money bribes, tends to 
exclude the goods of competing manu- 
facturers not adopting such policies. 
Thus the latter are on an unequal basis 
as compared with the manufacturer em- 
ploying the subsidy and practically with- 
out regard to the fundamental factors 
of price, quality, or service rendered. 
In consequence, the subsidy, like the 
bribe, is unfair to such manufacturers 
and similarly tends to force them to 
adopt the same policy of subsidizing.** 

In the discussion of money bribes it 
was also pointed out that this practice 
resulted in largely increased costs, owing 
either to higher prices for materials or 
to inferior quality, and that these costs 
were very largely passed on to the con- 
sumer in one or both ways, a situation 
which rendered the method in question 
unfair both to the purchaser and to the 
public. 

There is much in the records of the 
subsidizing cases that would lead to the 
inference that no such conditions as the 
foregoing result from the employment 
of sales subsidies. Thus, for example, 

“We put on quite an advertising campaign in 
of Louisville, tagging the city, giving a ten- 
cent package for five cents to the consumer, as an 
inducement to have him take a package at the 
retailer's store. In calling on the retail trade they 


told me that they bought so much of the Golden 
Age that they did not care to put in any of these 


the city 


the total cost of the prizes offered by 
the Cleveland Company in one year was 
only $4,000 on a business of around two 
million, or one-fifth of one per cent. “ 
Although the evidence in the Carter 
Paint case showed that that organiza. 
tion expended not exceeding $2,000 in 
one year for prizes and the like to job. 
bers’ salesmen on a business of approyxi- 
mately $80,000,*° or 2.5% of sales, the 
record would tend to indicate that no 
salesmen were employed, the trips of 
Mr. Carter himself being the only sell- 
ing work of this character done by the 
company, and that the only other sales 
expenses were for letters sent to job- 
bers’ salesmen for the purpose of calling 
the company *s product and subsidy or 
premium offer to their attention. 
From these facts, however, it should 
not be concluded hastily that the ten- 
dency and ultimate effect of the subsidy 
is not to increase costs in much the same 
manner as money bribes. The evidence 
in both the cases just referred to also 
indicated that the Cleveland Macaroni 
Company and the Carter Paint Com- 
pany were the only concerns in their 
respective industries employing the sub- 
sidy or premium. It is apparent that at 
first any organization may by the use of 
money bribes, entertainment, gifts, or 
subsidies gain a temporary advantage 
over its competitors and thus increase 
its volume of business and perhaps even 
reduce its costs. This does not and can 
not continue to be the situation for any 
length of time, however. With the sub- 
sidy as with other forms of commercial 
bribery, competitors will sooner or later 
resort to the same device. The whole 


salesmen rather suggested 
p. 241. 








goods. The jobbers’ 
that they buy Golden Age.”—Hoag, ibid., 
43 Maull, ibid., p. 79. 
4 Martoccio, ibid., pp. 198-200; pp. 214-15. 
* Scotland, ibid., p. rot. 
© Record, F. T. C. v. Carter Paint Co., p 





p. 27, 49: 
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industry becomes permeated with the 
practice, and the question of procuring 
business, ceasing to be a matter of price, 
quality, and service, 1s transformed into 
a competition of bribery, entertainment, 
sifts, and sales subsidies. It was said 
aide aptly by Mr. Martoccio, under 
cross-examination by the Cleveland 
Macaroni Company’s attorney: “If it 
‘subsidizing jobbers’ salesmen] is not 
contrary to law, we will all be doing it, 
nd that is what will happen. We will 
all be paying rebates, and then it is a 
question of who pays the biggest one, 
and then we will all go busted.” * 

It may, therefore, be concluded that 
this method, like commercial bribery, is 
unfair to the public, for the reason that 
in the last analysis it compels the public 
to pay prices based not upon the produc- 
tive and selling efficiency of the compet- 
ing organizations, but upon the size of 
the subsidies offered. 

Though it seems possible to arrive at 
substantially the same conclusion on 
both wholesale and retail subsidies, two 
points of difference are probably worth 
noting. In the first place, the number 
of retail outlets for goods is much 
greater than the number of wholesale 
outlets. And frequently retailers may 
handle only a single line. As a result, 
the retail subsidies offered are not al- 
ways given to salesmen handling both a 
subsidized article and unsubsidized lines, 
but may be given in concerns where only 
the subsidized article is sold. In the 
latter case the effect of the subsidy on 
competing manufacturers is of little mo- 
ment, if not entirely negligible. 

In the wholesale trade the situation 
s otherwise. The number of wholesale 
outlets is decidedly less than the number 
of retail ones. Customarily jobbers 

ndle a far greater number of compet- 


Martocc io, Macaroni Record, op. cit., pp. 212-3. 


ing lines than do retailers. Few handle 
only one line. It is almost certain that 
the great bulk of the jobbing trade 
whose salesmen are subsidized handle 
at least one or more competing lines, so 
that the effect on competing manufac- 
turers of a subsidy to jobbers’ salesmen 
is presumably much more serious than 
that of a retail sales subsidy. Moreover, 
the volume of business in a particular 
line of the average jobbing establish- 
ment is far greater than that of the 
average retailer. Subject always to the 
fact that competing lines are carried, it 
follows that the potential injury to the 
competing manufacturers from accept- 
ance of the subsidizing policy by a job- 
ber is much greater proportionally than 
that which follows from acceptance by 
a retailer. Whether or not this is im- 
portant depends, of course, on the num- 
ber of the retailers adopting the policy 
and their volume of business as com- 
pared with that of the wholesalers. 

A second point of difference between 
jobbing and retail subsidies which re- 
quires consideration is the effect on the 
public. So far as the jobbing subsidy is 
concerned, the chief effect on the public 
which has been noted is the tendency to 
pass on this subsidy in the form of 
higher prices to the consumer, at least 
whenever any substantial proportion of 
the industry engages in this practice. 
While the same general tendency also 
exists in all probability in the retail sales 
subsidy, the Federal Trade Commission 
took the position in the Kinney-Rome 
case that this form of subsidy involves 
in addition a substantial misrepresenta- 
tion which is unfair to the purchaser. 
Though this view may be regarded as 
thoroughly sound from an economic 
point of view, the Circuit Court of Ap- 
peals held that neither this misrepresen- 
tation nor the other effects of sales sub- 
sidies already referred to were sufficient 
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ground for regarding this practice as 
an unfair method of competition under 
Section 5 of the Federal Trade Com- 
mission Act.‘* The case in question in- 
volved a subsidy to the salesmen in re- 
tail stores for effecting a sale of the 
company’s ‘De Luxe” bed springs. It 
was stipulated as a fact in the record in 
this case that “the price of the ‘De 
Luxe’ bed spring is higher in price than 
the other bed springs manufactured by 
the respondent and as far as can be as- 
certained is higher in price than the bed 
springs manufactured by the competi- 
tors of the respondent.” * It was fur- 
ther stipulated that the “De Luxe” 
springs “are sold as bed springs and 
therefore in competition with lower- 
priced bed springs; that the salesmen of 
respondent’s said customers do not ex- 
plain the above-described system of pre- 
miums to persons to whom they sell the 
said ‘De Luxe’ bed springs, so far as is 
known to respondent.” *° 

In concluding this portion of the dis- 
cussion, it deserves to be pointed out 
that certain wholesale-grocery organi- 
zations condemned the sales subsidy 
more than ten years ago. In a bulletin 
of the South Dakota Wholesale Gro- 
cers’ Association in 1915 (July 12) ap- 
pears the following: ‘“The policy of sub- 


8 Kinney-Rome Co. v. F. T. C., 275 Fed., p. 665. 

49F. T. C. v. Kinney-Rome Co. Record, Agreed 
Statement of Facts, paragraph 2. 

50 Jhid.. Amendment to Agreed Statement of 
Facts. “Misrepresentation may be effected by acts 
as well as by words, and the placing by a manufac- 
turer of subsidized salesmen in the stores of retail 
dealers is in itself a misrepresentation. By virtue 
of this arrangement the salesman becomes pro tanto 
an employee of the manufacturer, put there to in- 
duce the sale. He is not, as he appears to be, 
working solely in the interest of the retail dealer, 
giving impartial information and advice to pros- 
pective customers as to the merits of competing 


articles. He is acting, without the knowledge of 


the customer, as a partisan and not as a neutral. 
“But the practice leads to further deception of 
the public. 


The very fact that a merchant car- 


HARVARD BUSINESS REVIEW 


sidizing salesmen is wrong in principle, 
It is a form of bribery that tends to 
demoralize the sales force and destroys 
that confidence between manufacturers 
and distributors which is the foundation 
for fair trading.” © 
In July, 1920, the following was one 
of the judgments recorded as express. 
ing the majority opinion of the repre. 
sentatives of the package-macaroni in. 
dustry at a Trade Practice Conference 
of the Federal Trade Commission: “It 
was the sense of the meeting, as ex. 
pressed, that the subsidizing of jobbers’ 
salesmen by the giving of commissions 
and bonuses, premiums, or in any way, 
is an unfair trade practice, is an unfair 
method of competition, and is contrary 
to the public interest. 
‘All representatives of the indus- 
try present voted affirmatively, except 
one who voted in the negative.” ™ 
More recently, in October, 1928, the 
American Wholesale Grocers’ Associa- 
tion proposed the following resolution 
for the consideration of the Trade Prac- 
tice Conference of the Grocery Trade: 
“That the giving or offering to give 
to a dealer’s salesmen with or without 
the consent of the employer, of commis- 
sions, premiums, bonuses, or reward or 
gratuity of any character by any trader 


ries in stock the products of a number of manufac- 
turers, and exhibits them side by side for selection 
by the purchasing public, justifies the public in 
relying on the retail salesman for information, ex- 
planation, and advice as to the merits, utility, and 
advantages of all the different brands. The in- 
evitable result of the premium or bonus scheme is 
to induce the salesmen to take advantage of this 
reliance, and, in order to effect a sale of the favored 
article, to exaggerate its merits and advantages 
while failing to call attention to or actually dis 
paraging the other brands.”’—Brief of A. F. Busick 
and M. B. Clark for the Respondent, Kinney-Rome 
Co. o. F. T. C., U. §. C. C. A., pes Cir,, p. 22. 

51 Cf, also proceedings of the Eleventh Annual 
Meeting, National Wholesale Grocers’ Association, 
June 20, 1917, p. 17. 

52 F, T. C. Trade Practice Conferences, p. 17: 
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:mmodities are bought and sold 
by such dealer, or the accept- 
f by any dealer or dealer’s 
cas atten 
s an unfair trade practice. 

coh this suggested provision 
cepted, the Conference did 


s.] Resolutions submitted by 


er 


Wholesale Grocers’ Association for con- 


the Grocery Trade Practice Con- 
t Chicago, October 24, under the call 


BY) 


adopt a resolution providing, “That 
commercial bribery, whatever the bribe, 
however it is given, and whether given 
with or without the consent of the em- 
ployer, is an unfair method of busi- 


ness.” °4 


of the Federal Trade Commission, No. X, p 


54 Resolution No. 4, F. T. C., Grocery Trade 
Practice Conference. 














THE SIGNIFICANCE OF RATIONALIZATION 
AN ALTERNATIVE VIEW 
By L. URWICK 


N the April issue of the Review, Mr. 
Oliver Sheldon considered the 
various meanings which have been 

attached to the word “rationalization.” 
He emphasized the importance for the 
science of management of giving preci- 
sion to this new term. After examining 
the content of the numerous definitions 
which he had collected, he came to the 
conclusion that the term should be ap- 
plied to a special form of combination, 
namely, to those combinations which 
have for their object the increase of efh- 
ciency, the lowering of costs, the im- 
provement of conditions of labor, pro- 
motion of industrial cooperation, and 
the reduction of waste, beyond what is 
possible to an industry divided into 
many competitive units. No one will 
dispute the importance of giving clarity 
and precision to the use of a word which 
has so rapidly achieved wide-spread eco- 
nomic currency, particularly in Europe. 
At the same time it may be doubted 
whether Mr. Sheldon’s attempt to 
assign to it a strictly technical and 
rather limited meaning is in accord with 
the best interests of the science of man- 
agement. 

The word has already a curious his- 
tory. It is invested with considerable 
psychological significance arising from 
use and wont. Certain aspects of the 
total movement of human thought to 
which it is somewhat loosely attached 
are more heavily stressed in one Euro- 
pean country, and certain aspects are 
more heavily stressed in another. The 
issue of main importance for practical 
purposes is to give it a definition which, 


without sacrificing precision, will be 
sufhciently wide to be generally accept- 
able internationally. 

The word originally hailed from Ger. 
many. The leaders of German industry 
have been faced with a series of difficult 
crises as a result of post-war economic 
disturbances. Before and since the 
stabilization of the mark, occasions have 
arisen when drastic measures of reor- 
ganization were necessary to prevent 
complete breakdown of the national in- 
dustry. A general process of unifica- 
tion of unsuitable plants and _large- 
scale handling of marketing problems 
were required. At the same time the 
country had recently passed through a 
revolution of a democratic character, 
and there was _ inevitable prejudice 
against trusts. The concentration of 
power necessary for such rapid and 
drastic changes had, therefore, to be 
presented to the mass of the population 
in terms less open to suspicion and criti- 
cism. The term “die Rationalizierung” 
was coined for this purpose. It was 
given a very wide-spread and effective 
popularity as expressive of the general 
national effort towards the rehabilita- 
tion of industry. 

In certain of the Latin-speaking coun- 
tries, considerable attention was devoted 
both during and after the war to the 
work of F. W. Taylor. Now there is 
no equivalent in the French language for 
the word “management” as used by 
Taylor. The term “scientific manage- 
ment” was, therefore, translated into 
the phrase “organisation scientifique du 
travail.” The acute trade-union oppo- 
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THE SI 


1 which met the first introduction of 
scientific management in the United 
States was, however, equally marked in 
Europe. With a view to meeting this 
ulty the phrase was altered to 
sanisation rationelle du travail.” 
the World Eco- 
Conference met at Geneva in 
the word “rationalization” was 
used by the German representa- 
tives in a sense which largely empha- 
the combination and grouping of 
ustrial concerns, and by the French 
sentatives in a sense which largely 
sized what is usually understood 


Therefore, when 


scientific management. Broadly 
aking, both these meanings were 
1 by the Conference, which 


ssed a series of resolutions under the 

| title of Rationalization. The 

ers of the Conference themselves, 

ver, seemed doubtful as to the pre- 
gnificance of the term, since in cer- 

irts of these resolutions it was 
lternatively. For instance, the 
Conference urges on governments and 
“influence producers . . . to 
urage and promote in every possible 
the ascertainment and comparison 

the most efficient methods and the 
most practical processes for rational- 
tion and scientific management.” On 
other hand, the resolutions opened: 
rationalization aims 

simultaneously at * and from the 
list of aims which follows it is clear that 
members included under the term a 


rs to 


reas such 


ber of other movements not strictly 
lescribed either as “die Rational- 
ig’ or as “scientific manage- 


These included standardization 
simplification, psycho-technology, 
.odern industrial-relations practice. 

What appears to have happened i 

The various economists, employ- 
| representatives of labor who 
were present at the Conference became 
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conscious that there were proceeding 
simultaneously all over the world a 
number of movements in economic 
thought and action which had two char- 
acteristics. In the first place, they were 
new; in the second place, there was a 
common thread of thought running 
through all of them. This common 
thread they designated ‘“‘the rational 
organization of production and distri- 
bution.” 

If we are to attach a meaning to 
rationalization, which in any way cor- 
responds with the circumstances which 
gave birth to the term, we must ask 
ourselves how it came about that this 
world assembly of thinkers, so widely 
divided on many questions, came to feel 
that there was a new attitude towards 
economic thought which required a new 
term to express it, and what that new 
attitude was. 


Now the common element, which ap- 
pears in the scientific management of 
the industrial plant, in the kind of at- 
tempt which is being made in Germany 
to arrange systematically the production 
and marketing of whole industries, and 
in the standardization and simplification 
work of the Department of Commerce 
in the United States, is their deliberate 
attempt to obtain control of economic 
processes previously left to the initia- 
tive of the individual intelligence 
molded only by the forces of competi- 
tion. A writer inthe Times recently re- 
marked that the chief feature of modern 
methods of industrial organization is 
their self-consciousness. There always 
has been organization of a kind, 
now we think about it, write about it, 
and discuss what that kind ts to be. 

The avidity with which this term 
‘rationalization’ has been seized upon 


but 
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by almost all nations is evidence of the 
fact that the conception underlying it, 
however imperfect, definitely fulfils a 
need. Nor is this surprising. Broadly 
speaking, the economic theory, which 
satisfied the business world as an expla- 
nation of phenomena and a guide to 
action up to 1914, was that of the clas- 
sical economists. Even before that date 
the application to economic problems of 
the intellectual technique evolved by the 
scientists had produced an agnostic 
frame of mind among many students of 
economics as well as among business 
men. But at that period the only alter- 
native which held the field was the com- 
plete negation of the motives of acqui- 
sition and _ self-interest presented by 
state socialism or the class dominance 
of communistic theory. The disturb- 
ances caused by the war served to em- 
phasize this situation. The theory of 
the classical economists was, in general, 
naturalistic. It implied that, provided 
the individual pursued freely, without 
let or hindrance, the promptings of his 
acquisitive motives, the forces of compe- 
tition would mold economic action auto- 
matically into the forms best adapted to 
supply the material needs of the com- 
munity. Each one of the movements, to 
which the World Economic Conference 
has given the general title of rational- 

ization, is in some degree a modification 
of this position. They suggest that the 
individual may be more ignorant than 
our fathers would have admitted as to 
the directions in which his own best 
interest ultimately lies. 


I] 


The study of scientific management 
has demonstrated that the untrained 
intelligence of the forceful industrial 
pioneer does not lead to methods of 
plant organization best adapted to yield 


a high output. Simplification implies 
that individual competition, unguided by 
any cooperative consideration of com. 
mon problems, often leads to a wastefyl 
multiplication of products. Standardiza. 
tion emphasizes the idea that wider con. 
siderations of common convenience and 
economy should modify the variations 
resulting from the unrestricted play of 
individualism. Psychotechnology and 
the modern study of industrial relations 
prove that the principle of ‘the deyil 
take the hindmost”’ does not result in the 
most efhicient and productive population. 
The measures of reorganization taken 
by Germany since the stabilization of 
the mark suggest that in times of severe 
economic stress action may be necessary 
for the stabilization of whole industries, 
which cannot possibly be accomplished 
as a result of friendly conversations 
between a large number of independent 
producers and which will be achieved far 
too slowly if left to the operation of 
bankruptcy. 

If this analysis is accepted, the move- 
ment of thought in Europe which is 
coming to be described as rationaliza- 
tion is, from the negative standpoint, 
due to the disintegrating effect of the 
scientific intellectual technique as applied 
to the older forms of economic thinking. 
It implies an attempt to retain those 
portions of the older theory which are 
in accordance with observed fact, at the 
same time substituting fresh principles 
in every direction where enlarged knowl- 
edge makes it clear that waste can be 
eliminated. It recognizes, for instance, 
that competition is an economic device 
of utility and value, that the acquisitive 
motive is both strong and wide-spread, 
and that both must be duly integrated 
into any rational economic scheme. On 
the other hand, it equally recognizes 
that competition between individuals, 
unguided by any measure of community 
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ol or voluntary cooperation, does 
lt in many forms of economic waste; 
that the acquisitive motive may be 
extremely short-sighted and_ thereby 
harmful, not only to the individual con- 
-erned but also to the various economic 
oups of which he is a member; and 

tural intelligence, which is not 
submitted to the discipline of scientific 
lards and methods of thought, is 
requently a very bad guide among the 
complexities of modern economic life. 

Mr. Sheldon suggested in his article 
hat standardization, simplification, and 
the theory of high wages should all be 
included in what has previously been 
understood as scientific management. 
This phrase itself has never been ofh- 
cially defined. He suggests “that form 

management, in whatever branch of 
industry and commerce, which conducts 
its activities by the use of science and the 
scientific method ” Without in 
way wishing to detract from the im- 
tance of the conception of scientific 
ianagement and the far-reaching possi- 
bilities inherent in the new approach to 
business problems inspired by F. W. 
laylor, it is doubtful whether the word 
usefully be given so wide a content. 

[he originator and chief exponent of 
the theory of high wages was Henry 
ford. The movement for standardiza- 

ind simplification originated with 
work of the Conservation Division 

of the War Industries Board and cannot 
be attributed to any source directly con- 
ected with the scientific-management 
lovement. There are many forms of 
management, conducting some or other 
of their activities by the use of science 
nd the scientific method, which have 
not even a nodding acquaintance with 
scientific management as that phrase is 
understood by the Taylor Society. For 
instance, the work of the Department 
Scientific and Industrial Research in 


~ 


rand 


Great Britain has resulted in the estab- 
lishment of over 26 trade-research asso- 
ciations and a number of important 
laboratories for special purposes. It 
has certainly led to a greatly widened 
use of science by the management in 
many industrial concerns, but to describe 
some of them as scientific-management 
plants would be a serious misnomer. 

On the other hand, as Mr. Sheldon 
very properly points out, the fact that 
the chief feature of “die Rationalizie- 
rung” has been amalgamation of busi- 
ness units on a very large scale does not 
imply that all such amalgamations are 
rational. Many are inspired by quite 
other motives than the increased efh- 
ciency of production and distribution. 
In any event, there is little need to invent 
a new word to describe a phenomenon 
which has long been known to econo- 
mists and is adequately provided with 
descriptive terminology. 


Il 


How then are we to define rational- 
ization? It has already gained a con- 
siderable currency in European economic 
thought as applied to movements and 
processes which, while in themselves 
widely dissimilar, are, broadly speaking, 
inspired by the same changed attitude 
towards economic thinking. It is im- 
possible, for psychological reasons, 
suddenly to produce a new technical defi- 
nition of the term that ignores any of 
the content already attached to it by the 
public mind in various countries. The 
following conclusions are suggested as a 
result of this further review of the 
situation: 

The World Economic Conference has 
already, despite some indications of 
doubt as to the alternative claims of 
scientific management, applied the term 
in the broadest possible sense to indicate 
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all those movements which are seeking 
to substitute deliberate and _ self-con- 
scious ordering of economic life for un- 
modified reliance on the self-regulating 
action of competition. It is unusual for 
an international conference of this 
weight and eminence to agree unani- 
mously on a definition for any term, 
however wide. It would be extremely 
unwise for those who are interested in 
the science of management to refuse the 
unexpected gift as offered, unless there 
are very strong reasons to the contrary. 

The term “scientific management,” 
while including broadly any form of 
management in any undertaking which 
relies upon the technique of science in 
coming to its decisions, is more com- 
monly understood to apply to those de- 
velopments in the management of indi- 


vidual enterprises which were originally 
based on the work of F. W. Taylor. No 
later efforts at definition can diminish 
the dignity attached to Taylor’s name 
as the first pioneer to apply scientific 
technique to the solution of management 
problems. 

Rationalization may be defined, there. 
fore, either as an attitude or as a 
process. As an attitude it implies the 
belief that a more rational control of 
world economic life through the appli- 
cation of scientific method is possible 
and desirable and that our economic 
thinking should be modified to this ex- 
tent. As a process it involves application 
of the methods and standards of science 
to all problems, whatever their scale, 
which arise in the organization and con- 
duct of production and distribution. 
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AN INDEX OF THE DOLLAR VOLUME OF 
RETAIL TRADE, 1914-1927’ 


By MORRIS A. COPELAND 


T the present time there are avail- 
able estimates of the total dollar 
volume of retail trade in 1918, 

1922, and 1926, and an annual index of 
| trade by years 1919-1922.” There 
s also a considerable number of 
monthly series showing variations in 
trade in specific lines of business, but no 
single index reflects the month-to-month 
movement of the dollar volume of re- 
| trade as a whole.* Moreover, the 
nformation regarding monthly and 
irly variations in retail distribution 
prior to 1919 is exceedingly scarce, al- 
hough the years 1914-1918 are very 
nteresting ones in the development of 
\merican business. The present note 
ms to help supply both these needs by 
offering some data on this earlier period, 
which have hitherto not been generally 
available, and by organizing this ma- 
terial and the more familiar series into 
general indexes of the retail trade as a 
whole. 

Two overlapping monthly indexes of 
the dollar volume of retail trade in the 
United States are here presented. The 
scarcity and peculiar nature of the data 
prior to 1919 made it seem undesirable 
to attempt the construction of a single 


he writer wishes to express his gratitude to 
Dr. Carl Snyder and Dr. William J. Carson for 
triendly criticism, and to Sears, Roebuck and Com- 
pany, Montgomery Ward and Company, Louis K. 
Liggett Company, J. C. Penney Company, and the 
Federal Reserve Bank of New York for supplying 
To the Heckscher Research Fund of 
ornell University he is indebted for financial as- 
sistance, 


The Federal Trade Commission has calculated 


basic data. 


an annual index 1919-1923 using only department- 


tore and mail-order sales 1919-1923 (and wage 


index. The earlier index, which runs 
from July, 1914, to December, 1921, 
necessarily rests on a somewhat slender 
foundation. The data on which it is 
based, most of which were obtained 
especially for the construction of this 
index, represent a small fraction of the 
total retail trade in 1919, probably less 
than 3%. They include: sales by 
months for two leading five-and-ten-cent 
store chains and important chains in the 
grocery and dry-goods businesses, 191 4- 
1921; monthly sales for two mail-order 
houses, those for one going back to 
1914 and those for the other to 1918; 
monthly sales for an important drug 
chain from 1915 on; and annual sales 
for five department stores. The data 
on chain stores include number of stores 
at the end of each month as well as sales 
for the grocery, drug, dry-goods, and 
clothing chains, and number of stores at 
the end of each year for the five-and- 
ten-cent-store chains. The significance 
of the data for two of these six kinds of 
retailing is limited by the fact that they 
refer to only a small part of the country 
—the grocery chain is confined to the 
New York Federal Reserve District, 
and the department stores are all 


payments 1918-1919), but this is a rather slender 
sample of the retail trade as a whole. 

3 For a monthly index of the deflated 
volume of retail trade since 1919, with the trend 
eliminated, see C. Snyder, Business Cycles and 
Business Measurements, 1927, pp. 73 and 311. His 
revised index has not yet been published. 

*In the case of the five-and-ten-cent-store chains 
monthly figures for number of stores were esti- 
mated from figures for number at the end of each 
year by linear interpolation, in order to calculate 
monthly sales per store. 


dollar 
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located in the immediate vicinity of New 
York City. Because of the limited 
character of the data, the index for 
1914-1921 requires to be used with 
caution, but it is believed that the series 
are sufficiently representative to throw 
considerable light on the fluctuations of 
retail trade during the war period. 

The later index, which begins in Jan- 
uary, 1919, is distinctly more represen- 
tative both in the lines of trade and in 
the territory to which the constituent 
series refer. And yet the sample even 
here is far from large, about 11% of 
the total retail trade in 1923 being rep- 
resented. The small proportion of re- 
tail trade for which data are available 
bears striking witness to the fact that 
retailing is still in the main a local, 
small-scale business. 

The construction of the earlier index 
raises some interesting technical prob- 
chiefly in connection with the use 
of data on chain stores, which have a 
combined weight of 60%. The chains 
were rapidly expanding and combining 
in this earlier period, so that increases 
in total sales often signify little but cor- 
porate consolidations or a temporarily 
aggressive policy in establishing new 
stores. In order to eliminate the effects 
of chain growth within the trade and 
make the chain-sales series more nearly 
indicative of growth and fluctuations in 
the trade itself, it has been necessary to 
resort to a method which is somewhat 
complicated and which is not entirely 
satisfactory when completed. The first 
step in the process was to calculate aver- 
age monthly sales per store. The result- 
ing series of dollar sales per store are 
subject to two important difficulties as 
indexes of dollar volume of business for 
these types of trade: (1) Changes in 
the number of stores in a chain are 
partly but not entirely independent of 
changes in business conditions. Inspec- 


lems, 


tion reveals that the number of stores jp 
a chain shows a tendency to increase 
most in periods of prosperity and to re. 
main nearly stationary during a reces. 
sion and depression of business. Hence. 
while sales per store fluctuate with the 
business cycle, the fluctuations are 
damped down. (2) The trend of sales 
per store for any chain depends upon 
changes in prices of goods sold and upon 
the physical volume sold per store, but 
not upon the growth in volume of goods 
handled by this line of trade as a whole. 

If the physical volume of trade per 
store for any chain is fairly constant 
throughout the period, the monthly 
sales-per-store figures may be multiplied 
by a series representing the trend of the 
physical volume of this kind of trade for 
the entire country to make correction 
for the second difficulty. The resulting 
series will then be a fairly satisfactory 
index of this type of retailing. Its trend 
will be dependent on the growth in 
volume of this kind of trade and on 
price trends, and the fluctuations about 
the trend will reflect price changes and 
seasonal and cyclical changes in the 
physical volume of trade per store. 

In many chains, however, it is not 
safe to assume that the size of the store 
is affected by no factors other than 
seasonal and cyclical variations in trade. 
This is particularly true of the trend of 
store size. If the average size of store 
in any chain, as measured by the physical 
volume of goods sold, has changed ma- 
terially between 1914 and 1921, it may 
still be possible to use the method of 
applying a trend to dollar sales per 
store, making a further correction for 
the change in size of store, provided it 
is safe to assume that this change 's 
fairly evenly distributed throughout the 
period. 

The first question then is: What 
series can be taken to represent the trend 
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of the physical volume of trade in groc- 
eries, drugs, dry goods and clothing, 
and the five-and-ten-cent-store business ? 
In the absence of more satisfactory data 
referring specifically to each of these 
lines, it has been assumed that the trend 
of growth of physical volume of goods 
sold in each case is measured approxi- 
mately by the trend of growth of urban 
population between 1910 and 1920. 
Each monthly sales figure has been mul- 
tiplied by the appropriate ordinate of 
this linear trend.’ For a long period 
this assumption would certainly not be 
warranted, because of the increasing 
trade per capita, but the period in ques- 
tion is probably not so long as to lead 
to very serious errors. It presumably 
involves a slight understatement of the 
steepness of the trends. 

The next problem in handling the 
data is to make a correction for changes 
in the average size of store. From the 
changes of average dollar volume of 
sales per store, it seems probable that 
the physical volume of goods sold per 
store has changed significantly in at least 
three of the chain series. In the case of 
the drug chain the dollar volume of 
sales per store shows no appreciable up- 


ward trend in spite of war-time prices, 
while in the case of J. C. Penney’s sales 
the trend is too sharply upward to be ex- 
plained by price changes alone. If the 


goods sold by Woolworth and by 
Kresge may be assumed to show similar 
price changes from year to year, the 
differences which appear in the rates of 
change of sales per store from year to 
year for these two chains must indicate 
differences in rate of change of size of 
store. Deflated grocery sales per store 
in recent years indicate no clear trend 
in size of store in this line of business, 
and it has been assumed that this is 


The equation of trend is y = 100.00 in April, 
1910, + .244 per month. 
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true also of the years before 1919. 

In correcting the J. C. Penney series 
for changes in size of store, the average 
sales per store for each year except 1917 
and 1918 were deflated by the Bureau 
of Labor Statistics index of the retail 
cost of clothing. The deflated sales for 
1914-1916 were averaged and also 
those for 1919-1921, and an index of 
store size for each month was computed 
by linear interpolation and extrapola- 
tion. The number of stores for each 
month was multiplied by this index, and 
the resulting series of ‘‘corrected num- 
ber of stores’? was used in calculating 
sales per store. The difficulty of secur- 
ing satisfactory deflating indexes-.or 
other data, such as number of sales- 
persons per store, in order to measure 
changes in store size, prevented a 
similar correction for the drug- and ten- 
cent-chain series. 

In the case of the grocery-chain series 
a correction was applied to offset the 
damping effect on cyclical fluctuations 
of calculating sales per store. Instead 
of dividing total sales by the actual num- 
ber of stores in operation during any 
month, a moving average of the number 
of stores 12 months earlier and 12 
months later was employed as the 
divisor. In periods when business is 
good and the number of stores in the 
grocery chain is growing rapidly, the 
resulting series will be slightly higher 
than the actual sales per store. Con- 
versely, if the number of stores has been 
growing slowly, so that the number of 
stores in operation during the month is 
less than the average of the number 12 
months earlier and the number 12 
months later, this series will be lower 
than that of average sales per store. 
Changes in the number of stores in the 
other chains were so much more 
influenced by other factors than they 
were by the business cycle that no similar 
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correction seemed feasible in these cases. 

Besides the four chain-store sales 
series, two other constituent series were 
included in the 1914-1921 index—mail- 
order sales for two houses (only annual 
data being available for one of them 
prior to 1918) and an index of annual 
sales of five department stores in the 
second reserve district. The annual 
data for the one mail-order house were 
prorated upon the monthly data for the 
other. Monthly figures for depart- 
ment-store sales were estimated by mul- 
tiplying a figure obtained by linear inter- 
polation between the annual data by the 
Federal Reserve Board’s seasonal index 
of department-store sales and adjusting 
the totals to equal 12 times the annual 
index. There seemed to be no great 
need for adjustment of trend for these 
two series. 

Table I shows the make-up of the 
1914-1921 index, which is a weighted 
arithmetic mean of relatives on 1919 as 
100. The weights are assigned partly 
on the basis of the estimated dollar 


TasLe I. CONSTITUTION OF THE 1914-1921 RETAIL 


TrRAvE INDEX 
————_— — ——— a 
| 
| Ratio of 1919 $ volume of 
sales for each series to 














Source and Nature of Weight 1919 $ volume of sales of 
Basic Data all, expressed in % (six 
series included in the 
index). 
Mail-order sales — From 
Séars Roebuck and 
Montgomery Ward aa 20 | 42.5 
ro-cent chains—Wool- } 
worth and Kresge— | 
From Commercial and 
Financial Chronicle ..... 12 19.0 
Grocery-chain Index—Pre- 
pared for this study by 
v. Y. F. R. Bank... 24 | 22.5 
Drug sales—one chain— 
From Liggett and Com- | 
WME avanad 12 | 3.5 
Dry-goods and Clothing | 
sales—one chain—From | 
J. C. Penney and Com- 
rere 12 3.5 
Department stores—From | 
4S SO ere 20 9.0 
| 100 100 





volume of sales represented by each 
series expressed as a percentage of the 
total sales for all six series. Grocery 
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stores are given a heavy weight in view 
of the importance of food in the ayer. 
age family budget (38% in the work. 
ingmen’s families studied by the Bureay 
of Labor Statistics in 1918-1919.) 
Mail-order sales are given considerably 
less weight than the percentage-of-dollar 
volume would indicate, since this kind 
of business is represented in the index 
out of all proportion to its importance 
in the total retail trade; the reverse js 
the case with department stores. 

The three chief difficulties with the 
trend of the index probably tend to 
make its upward slope too gentle—(1) 
Physical volume of retail trade per 
capita may well have increased during 
the period, growth of urban population 
being a somewhat unsatisfactory meas- 
ure of trend of the physical volume of 
retail trade. (2) Two important series 
refer only to the New York Federal 
Reserve district, groceries and depart- 
ment-store sales, the latter indeed only 
to the New York port district. (3) 
The correction for the size of store in 
the case of the drug series would pre- 
sumably make the slope of this con- 
stituent steeper. 

The methods employed in the con- 
struction of the 1919-1927 index are 
comparatively simple. The chain-store 
data are still the most troublesome to 
handle, but an easier and more satis 
factory method of dealing with them 's 
possible in this later period.® This 's 
due partly to changes in the nature o! 
the chain-store business, partly to the 
character of the available data. The 
~ ©One series, sales of the Hartman Corporation, 
which it was originally planned to include in this 
index on a corrected sales-per-store basis ws 
omitted because of the unusually acute difficulties 
of making adequate corrections. The constituent 
stores of this chain are few in number and differ 
widely in size, so that the addition of a new store 
may greatly alter the average per store; and during 


a part of the period the corporation was in the 
mail-order business. 
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chains represent a larger number of chain by another by splicing the old 
stores than in the earlier period, andthe series without the absorbed chain onto 
number of chains for which data are the new series which includes it; in other 
available in each kind of trade included cases it is possible to make such a cor- 
varies from 2 to 27. Moreover, the rection. Thus the data for this later 
published data have been in some cases_ period on total dollar volume of sales 
corrected for the absorption of one by chains in each line are considerably 


Tasie IJ. Series IN THE 1919-1927 Retait-TRADE INDEX 








Ratio of 1919 $ vol- 
ume of sales for 1927 
Series Source Weight each series to 1919 | $ volume 
$ volume of all sales | relative 
represented in in- | to 1919 
dex, in %. 



































4 Mail-order Houses Federal Reserve Bulletin 22 16.0 128 
; Dept. Stores Federal Reserve Bulletin 30 44.1 137 
Groce " Chains* Federal Reserve Bulletin 16 12.2 390 

5 Five andteneniih Chains* Federal Reserve Bulletin 8 7.5 251 

s Candy Chains* Federal Reserve Bulletin ae 4 225 

J ( Penney Ca® Survey of Current Busi- 

ness 3 1.0 520 

) Drug Chains* Federal Reserve Bulletin E z.7 221 

Cigar Chen Federal Reserve Bulletin 4 2.4 154 

6 Shoe Chains ia Federal Reserve Bulletin % 1.0 150 

4 Music Chales Federal Reserve Bulletin xs a 110 

Cl ild’s ond “Waldorf Restaurant 

Chainst Survey of Current Busi- 
ness 3 1.6 108 





(Gasoline Distributiont in 21 
States) X (differential + whole- 
sale price) Survey of Current Busi- 

ness 5 12.3 272 





ROOMS. ickis ceacee deausigd ome eaies eee 100 100.0 

















"Series corrected for trend in manner described on next page. The desirability of correcting these five series is evident from 
mn 5 of the table, which shows the 1927 monthly averages relative to 1919. Of the four chain series for which no cor- 
n for trend has been made, two show a trend slightly steeper than that for department stores and two less steep. 
* Monthly restaurant sales in 1919 were estimated from the seasonal indexes and partially-estimated annual figures. An- 
figures for the Child’s and Waldorf chains were estimated for 1918 and 1919 on the basis of their 1920 sales and the 
percentage change in sales 1918 to 1920 for the Child’s and Thompson chains, the Thompson chain being about the same size 
s the Waldorf. Monthly ‘normals’? were calculated by linear interpolation between the annual figures (divided by 12) 
entered. The seasonal index was an arithmetic mean of the link relatives of the sales per working day for 1920-1922. Each 
normal was multiplied by the seasonal index and by number of working days. The total was adjusted to the esti- 
| 1919 total by pro-rating the error. The 1927 figures for Child’s include Boos Brothers, and those for Waldorf include 
he Ginter Company, these two concerns having been absorbed. The total sales for 1927 for each month were reduced pro- 
1 on the basis of the 1926 annual sales, including and excluding the two absorbed companies. 


‘ The price is the unweighted Oil and Gas Journal index of tank-wagon prices in 50 cities. The differential between tank- 

Wagon and service-station prices plus tax was computed for four dates, and estimated by linear interpolations for other dates. 
1921 and 1922 the average tank-wagon price in New York, Washington, Chicago, New Orleans, and San Francisco was sub- 

tuted for the s0-city index. Gallons distributed in 1921 represent 11 states only, the figures being multiplied by the ratio 

of distribution in 11 and 21 states in 1922. 1927 figures on distribution are for 41 states, a similar correction on the 1926 

vase being applied. No figures are available prior to 1921, ard this series does not appear in the index before that time. The 

‘stribution data are estimated from tax receipts and include more than sales at retail. The base of this series is the ordinate 
trend for 1919, the trend being a second-degree parabola. 
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less affected by eccentric changes in num- 
bers of stores and are considerably more 
indicative of changes in business condi- 
tions in the trade. 

Instead of the sales-per-store method, 
five of the chain-store series were cor- 
rected for trend, the trend in each case 
being reduced to that of department- 
store sales, which was taken to be 
roughly representative of that of all re- 
tail trade.? Since the growth of depart- 
ment-store sales has been rapid in the 
last few years, it may be that the cor- 
rected trends of these five series are still 
slightly too steep. The other four chain 
series did not appear to require correc- 
tion fortrend. The resulting final index 
has a trend which is dominated by the 
trend of department-store sales (to the 
extent of 61.5% of the total weight), 
but the seasonal and year-to-year varia- 
tions reflect conditions in the various 
kinds of retailing represented. As in 
the case of the 1914-1921 index, the 
method of construction is that of making 
a weighted arithmetic mean of relatives 
on 1919 as 100%. ‘The 12 constituent 
series and their weights are shown in 
Table II. 

Mail-order houses have been given 
more than their proportionate weight 
on the basis of dollar volume of sales 
represented in 1919, because they are 
the chief representatives of rural trade 
available. Grocery chains are also 
given more than their proportionate 
weight as in the earlier index. Depart- 
ment stores and gasoline distribution 
are probably more fully represented 
than other types of trade and are given 
lower weights than their percentages of 

7 Straight lines were fitted to the logarithms of 
the department-store sales and of each of these 
five chain-sales series. From these trends five 
series of correction ratios were computed, and each 
monthly item multiplied by its appropriate correc- 


tion ratio—a process which is equivalent to divid- 
ing it by the appropriate ordinate of its own trend 


total dollar volume represented in the 
index. It may be noted that clothing, 
furniture and furnishings, and meat 
sales are very imperfectly represented, 
and that coal, ice, lumber, feed, hard. 
ware, books, magazines, and automo. 
biles are not represented directly at all, 
Other items of importance in the family 
budget, which are not represented, are 
housing, public-utility services, theaters 
and amusements, hotels, and education, 
The two indexes overlap from 1919 
to 1921. In 1920 the more inclusive 
index is 2.2% higher than the other, 
and in 1921, 4.3% higher, partly, per- 
haps, because its trend is a little steeper 
than that of the earlier index, in part 
because of the heavier weight assigned 
to department-store sales, and also be- 
cause of the inclusion of a number of 
new series which show a greater rise in 
1920 than the 1914-1921 index and not 
so big a slump in 1921. The most satis- 
factory index with which to compare the 
yearly variations is that of Lawrence B. 
Mann, shown in the tables below. For 
the first three years the 1921-1927 index 
agrees closely with this. In 1922 the 
writer’s index is distinctly higher, the 
Mann index showing no recovery in 
1922 over 1921. There is an even more 
marked discrepancy between the writer's 
index and Nystrom’s estimates spliced 
onto Mann’s index in 1923 and 1926. 
In view of these discrepancies and 
the possible errors in trend, it is im- 
portant to check the index against some 
other series. The two most reliable 
series for this purpose appear to be Dr. 
W. I. King’s estimates of the dollar 
volume of retail sales and of the income 





and then multiplying it by the corresponding ordi- 
nate of trend of department-store sales. The ad- 
vantage of this method as against a simple linear 
correction of trend is that under a linear correction 
the amplitude of oscillations would tend to be prog 
ressively more and more exaggerated as the years 
go by. 
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-eceived in money by individuals. The 
year-to-year changes of King’s retail 
-ade estimate are not comparable with 
the writer’s indexes, because they are 
calculated by adding a percentage mark- 
up +o wholesale values. And this might 
ad one to expect King’s index to have 
 ghtly more gentle upward trend 
since 1920 than actual retail sales. 
While year-to-year variations in retail 
trade and national money income need 
not be closely alike, it is difficult to 
suppose that their trends over a period 
of years can differ greatly. A glance at 
fable III will show that, while the 
writer’s index may be slightly too high 
in 1926 and 1927, it agrees far more 
losely with King’s figures than do 
Nystrom’s. 























_ TABLE Ill 
Money | 
Income King’s | 1914- I9o1rqo- | Mann- 
Received Sales | 10921 1927. | Nystrom 
by by | Monthly | Monthly | Annual 
ils} Retailers Index | Index Index 
4 
; 53.2 
7 54.0 
- 63.7 
al ion Rene a 
7.9 73-5 
94.1 | 81.6 | j 
100.0 100.0 | 100.0 | 100.0 
104.0 114.2 | 116.3 | sane 
5 04.8 97.1 101.4 a 103.1 
I 1o1.0 104.1 = << ° 
7-3 118.4 117.0 |(107.4)* 
: 112.1 120.60 | 
2.6 123.7 | 130.6 6 | 
t 138 (115.0)* 
139.0T | 141.7 


| 
' 





he assumpti on that the absolute amounts in 1923 and 

e "¥ ively (37% and 40 billion dollars, and that 
e was ¢ Or 5% increase in 1923 over 1922, as esti- 
i by Pa al H. Nystrom. 

ited by writer, 


Perhaps the most satisfactory way to 


summarize and compare the longer-time 
movements of these four series is to 


ompare the annual increments of the 


near trends, all expressed in percent- 


ges of 1919 as 100. These increments 
is follows: 
In view of the shortness of the 

















TABLe IV 

1913- F 1914- 19o1go- | 1910- | 1019- 
| 1921 | 1921 - | 1925 | 1926 | 1927 

1914-21 Index..|....... | 8.63 | 
oe een be, hl eee ae 4.92 | 5.15 

King’s Index. . 7-93 8.63 | 3-96 

Money Income.| 7.56 8.20 | 4.53 5.08 5.13 

| 





periods and of the fact that the low year 
1914 and the high years 1919 and 1920 
(not necessarily equally low or high for 
the several series) fall at the ends of 
these short periods, no precise agree- 
ment is to be expected. Although the 
comparison suggests that the slope of 
the 1914-1921 index is probably slightly 
too gentle and that the slope of the 
1919-1927 index is possibly slightly too 
steep, it certainly supports the view that 
neither trend is greatly in error. It is 
doubtful whether the comparison 
affords a sufficiently accurate measure of 
the magnitude of the errors of the two 
indexes to warrant an attempt further 
to correct their trends. 

A further qualification regarding the 
indexes here presented should perhaps 
be noted. The cyclical movements of 
retail trade may be of greater ampli- 
tude than the index would lead one to 
believe. Since the chain-store constit- 
uents do primarily a cash-and-carry busi- 
ness, it is a fair presumption that they 
do more than their usual proportion of 
total business during a depression. A 
large volume of Christmas shopping was 
done in ten-cent stores in December, 
1920 and 1921. Although the 11% de- 
cline in sales shown by the 1919-1927 
index is probably not enough to show 
any decline in physical volume between 
1920 and 1921, it is greater than the de- 
cline in department-store sales. No 
satisfactory standard for testing the 
accuracy of the cyclical movements is 
available. With regard to the seasonal 
movements of the retail trade, the value 
of the index would seem in need of less 
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qualification, although fuller data may they may prove a useful summary of oy; 
show otherwise. On the whole, these present information about the move. 
indexes of retail trade doubtless leave ments of consumers’ purchasing by 
much to be desired, but it is hoped that months for the past fourteen years, — 
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Dry Goods | 
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5 ro-Cent ; Fs 
Mail Orde "a Groceries | Drugs and | Dept. Stores | Retail Ir 
ores 1] . | 
|} Clothing | 
| j al | ; » } | 
| | 
Weight 20 12 | 24 12 12 | 20 
| | | =e 
1914. Jy 29.4 60.3 41.7 | 31.0 33.8 | 4 
Ag 28.8 | 63.8 47-3 | 31.3 | 35-2 | 
S 40.8 | 64.9 51.7 | 43-9 er.5 | 
O 49.8 70.4 | 57.2 50.1 | 51.5 . 
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ly 2.0 1.8 40.2 87.7 35.0 37.6 
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: INDEX OF RetTaIL-TRADE—Continued 
of our —— _ — - 
move. = | . Dry Goods 
» “9 “ Mail Order | nes - Groceries Drugs yo Dept. Stores | Retail Index 
ng dy § Stores Clothing 
irs. , ee ee a ee a a 
20 } 12 24 12 12 20 100 
———— 45 52.6 50.2 93.9 22.8 47.5 59.9 
eae | 7.0 60.2 52.2 84.6 25.9 42.5 52.9 
M 4 69.1 3.3 140.6 36.1 55.8 64.5 
a | 4. 80.4 51.4 QI.2 41.7 58.8 60.6 
; M 51 73-5 53-3 94.8 44.7 58.9 60.4 
4.4 | 72.5 54.0 94.3 40.9 57.8 59.1 
47.4 | 68.3 51.3 134.2 39-4 43-7 59-6 
4 70.7 59.1 95-9 38.5 45.6 56.6 
45 76.8 59.5— 95.8 59-7 53-5 62.0 
| “6.2 82.3 65.9 97.0 4.5" 66.3 74.8 
N 82.8 | 79.9 61.2 Q1.7 71.2 67.1 73.8 
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> | 58.4 71.5— 90. 5— 29.7 45.2 62.6 
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A 76.9 | 76.0 82.1 07.5 47.8 61.6 72.6 
M 70.8 | 76.4 81.3 98.7 55.1 61.2 73-5 
47.4 79.1 76.7 100.8 61.9 59.7 68.8 
55.2 70.6 ei 86.5— 48.6 45.2 63.3 
A 54.6 | 77 1 82.0 92.0 51.7 47.6 66.2 
53-4 80.4 82.2 92.5—> 723 56.0 71.4 
57.2 | 92.1 06.9 QI.5— 09.7 69.7 82.6 
“ N 4.8 | 88.8 890.7 QI .3 87.7 71.0 86.8 
90.0 | 144.9 89.7 104.3 87.9 IOI.5 100.3 
a | 81.4 81.0 96.1 59.6 60.7 73: 
4 ] 68.4 | 590.5 93.6 87.8 38.8 53.7 69.0 
| 74.4 | 63.3 82.8 84.1 39.7 48.0 66.8 
M 70 87.9 88.2 IOI.O 64.5— 62.9 79.4 
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F ANALYZING ADVERTISING RESULTS I. 
i By A. T. FALK 


[ is perhaps strange that one of the 

: least known of the influences in the 
P success of most efficiently managed 
© bysinesses should be such an important 
factor as the effectiveness of their adver- 
A great deal has been contributed 

‘o the scientific management of business 
. terprises, but it seems that in adver- 
_ which for many concerns is one 


S— A + no 
~ 


, © of the largest single items of expense, 
9 ; a woful lack of definite knowl- 
: ® edge of the relationship between spe- 
romotive efforts and the results 
rom. We are told by intelligent 
- 1 successful business men that adver- 
tising benefits are largely of an intangi- 
a le nature and that the subject cannot be 
nalyzed in a statistical manner such as 
uld be applied in the measurement of 
operating efficiency, the effectiveness of 
ecific sales campaigns, territorial con- 
sumer demand, and similar questions. 
lt is usually granted that a company 
: determine the apparent effectiveness 
| given advertising campaign by judg- 
ts obvious results, but it is seldom 
mitted that individual advertisements 
h have been run can be analyzed in 
objective way for the determination 
concrete principles concerning the 
tive effectiveness of advertisements 
various sizes and placed in various 
seasons of the year. It is true that the 
roblems of advertising are largely psy- 
but it is the contention in 


ological, 


s article that mass psychological reac- 
are susceptible to statistical analy- 

ses just as other phenomena are, and 
t advertising results are based on psy- 
ogical laws concerning which we can 


1 








learn a great deal if we will give sufh- 
cient study to the results which have 
been obtained in past experience. It 
may seem presumptuous to make the 
claim, but in our company we fully be- 
lieve that we have begun to uncover 
some very definite laws concerning the 
mechanics of advertising, which seem to 
be so practical that with their aid we 
can predict fairly well the results to be 
obtained from each individual advertise- 
ment to be used in a given campaign. 


It should be made plain that the fore- 
going remarks and all that is written on 
the succeeding pages of this article are 
qualified with the reservation that we 
cannot analyze statistically the quality of 
copy in an advertisement nor positively 
evaluate each of the separate elements 
of appeal made use of by the copy 
writer. Probably no human being will 
ever be able to gauge the exact amount 
of appeal which a message in an adver- 
tisement will contain. The cleverness of 
the copy writer will always remain more 
or less of an unknown factor in our 
equation, but this should not deter us 
from trying to evaluate such other fac- 
tors as have proved to be much more 
tangible than was at first supposed. 


Some of the factors to which I refer 
are those which will be discussed in de- 
tail in this article and the following one 
and are listed as follows: 

1. Seasonal factor: The relative results to 
be obtained from a given advertisement run 
in different months of the year in the same 
medium. 

2. Size of space: The relative effectiveness 
of different sized advertisements of a similar 
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grade of copy, run in a given medium in a 
given month of the year. 

3. Lasting quality: The duration period 
of the pulling power of a given advertisement, 
and the month-by-month decline in the effec- 
tiveness of an advertisement after it has been 
published. 

4. Effect of frequency: The effect on the 
power of individual advertisements caused by 
increasing the frequency of placements in the 
same medium. 

5. Intensiveness of advertising: ‘The rela- 
tion of increasing volume of one concern’s total 
advertising to the effectiveness of each adver- 
tising dollar spent and the approach to the 
saturation point. 


6. Secular external factors: ‘The trend in 
recent years toward lowered effectiveness of 
advertising of an individual concern, because 
of growing volume of total advertising by all 
advertisers and increased competition for the 
public’s interest. 

It sounds like an ambitious program 
to tackle all these subjects at once, but 
unfortunately the nature of the problem 
is such that the solution of any part of it 
almost necessitates the practically simul- 
taneous solution of all the phases. The 
above six factors are so intertwined in 
the combined effect which they produce 
in the case of a single advertisement, 
that it is almost impossible to take a 
mass of data on advertising results and 
solve for any one of these factors with- 
out evaluating all the rest at the same 
time. 

It is the purpose of this article to tell 
the story of how this general problem 
was attacked for the Gordon-Van Tine 
Company of Davenport, Iowa, and a 
tentative solution obtained. Being essen- 
tially a mail-order concern, we depend 
for most of our business here in Daven- 
port on the direct results which we ob- 
tain from publication advertising. The 
company sells the complete materials for 
plan-cut homes and miscellaneous bills 


of lumber, millwork, hardware, and 
paints, for building, remodeling, anq 
repairing homes and farm buildings, 
The entire United States is considered 
as our selling territory, shipments being 
made from our strategically located 
plants. Many thousands of complete 
homes and smaller lots of material are 
sold every year, distributed over every 
state in the union. All correspondence 
is handled from the main office at Day. 
enport. The normal method of making 
sales is to advertise nationally for cata. 
log requests, following which we send 
our sales literature and close the busi- 
ness by mail. 

The company has been advertising 
nationally for many years and, for. 
tunately for this analysis, very complete 
records have been kept on the keyed 
results from every advertisement which 
has been run in all these years. In order 
that these records would be possible, 
each individual advertisement contains a 
different key in the address, so that when 
persons write to us in response to the 
advertisement these letters, or “‘in- 
quiries” as we call them, can be credited 
to the ad which produced them. The 
number of such inquiries received after 
the placing of an ad is tabulated cur- 
rently; and when the advertisement has 
ceased producing fresh inquiries, which 
may be many months after its placement, 
we have a complete history of the results 
produced, in the form of a monthly 
record of inquiries. These records have 
always been used as the basis for deter- 
mining the relative value of different 
advertising media and different pieces of 
copy and were generally considered sufi- 
cient without elaborate analyses being 
made of the results. 

One day, however, a fundamental 
question was raised. We were going to 
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an important increase in our ad- 
vertising appropriation. The additional 
amount was to be used either for in- 
ising the size of space used in certain 
9006 | media, or in buying space in certain 
less profitable media which were not be- 
‘no extensively used at that time. We 
ne w how much less profitable were the 
ew media into which we were contem- 
plating putting our advertising money, 
o we did not know what would happen 
to the productivity of our advertising 
dollars if we should increase the size of 
nace used in the old media. With this 
problem confronting us, we determined 
‘o find out just what our past experience 
ad been in using larger space, and, 
therefore, what could be expected in the 
future. 

This task was not easy. We found 
that in the past we had generally used 
larger space in those months of the year 
when our advertising seemed more effec- 
tive and had curtailed the size of ads in 
the leaner months. Since an advertise- 
ment run in one of our good months 
pulls almost three times as many in- 
quiries as a similar advertisement which 
s run in a month when the season is 
against us, it was seen to be quite im- 
possible to gather together and obtain 
n average of the results of all ads of a 
certain size and compare this with the 
average results of the ads of another 
size. These averages would not be com- 
parable, because we should have on the 
one hand the results from small ads run 
in poor months and on the other hand 
the results from large ads in good 
months. So it immediately became ob- 
vious that we should have to solve the 
seasonal factor simultaneously with the 
size factor in order to get anywhere. 

While we were trying to do this we 
were assailed by what seemed to be a 
host of other difficulties. We found, for 


ake 
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instance, that some of the ads which we 
wanted to use in our analysis were 
bunched up in a greater frequency than 
normal, and we did not knowthe effect of 
this bunching on the showings made by 
the individual ads. Then we ran across 
the fact that the steadily increasing in- 
tensiveness of our own advertising from 
year to year seemed to have the effect 
of decreasing the productivity of each 
individual advertisement. To what ex- 
tent this was true we did not know, but 
we recognized that correction had to 
be made for it in order that our conclu- 
sions might be sound. Later on in our 
analysis, we ran across the external fac- 
tor listed as number six in a preceding 
paragraph and concluded that this would 
have to be evaluated before we could 
be sure of our results. So it happens 
that necessity required us to make a 
complete job of it, and we analyzed 
everything in sight, even making a 
record of our intention to add to this 
analysis as our experience figures ac- 
cumulated. 

In this article only the seasonal factor 
will be taken up. In a later article the 
other factors; namely, size of space, 
lasting quality, effect of frequency, inten- 
siveness of advertising, and secular ex- 
ternal factors, will be discussed. 


General Methods 


To begin with, it should be explained 
that in most of the work which we did 
on this problem, we used the complete 
data covering fourteen years of adver- 
tising placed by our company. This 
brought into the analysis many thou- 
sands of individual advertisements, 
representing in aggregate cost a consid- 
erable sum. The compilation of original 
data upon which this whole analysis is 
based consisted of the complete tabula- 
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tion of all the individual advertisements, 
for each of which we made five entries: 
Name of publication; date of issue; size 
of space used; cost of space; number of 
inquiries’ produced. 

In the case of the last six years of the 
fourteen-year period, the inquiries re- 
ceived from each advertisement were 
tabulated by months following the date 
of insertion of the advertisement. 

The unknown factors which we are 
trying to find in this analysis are so inter- 
twined that it is exceedingly difficult to 
segregate them by a single-solution 
process. When we are trying to evalu- 
ate the seasonal factor, or the relative 
number of inquiries which would be ob- 
tained on an identical ad run in January, 
for instance, as compared with its being 
run in July, we are confused by the fact 
that the January ads were usually larger 
in size than were the July ads, because 
January has always been known to be a 
more productive month for advertising. 
Thus the space factor confuses the sea- 
sonal factor; and vice versa, the pres- 
ence of the seasonal factor makes it 
impossible to solve definitely for the 
space factor in a single trial, and appar- 
ently neither can be completely solved 
without first solving the other. So we 
had to work them both at once, starting 
with somewhat meager data in each 
problem and, utilizing the tentative re- 
sults of problem“‘A”’,to solve tentatively 
problem “B”’; then going back again to 
re-solve problem “A”, using the tenta- 
tive results of problem “‘B’’; and so on, 
gradually increasing the amount of data 
used, and after every trial going back to 


*The word “inquiry” as used here and in other 
places in this article means a request for a catalog, 
written to the company as a result of an advertise- 
ment placed by it. “Inquiries” are then treated by 
mail-promotion methods for the purpose of produc- 
ing sales. 
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correct the tentative results in both prob. 
lems, until finally all data of fourteen 
years were used and the results of the 
two problems checked with each other. 
Consequently, the actual analysis did not 
follow quite so clear a sequence as would 
appear from the description on the 
following pages. 


Seasonal Factor 


Method 

The seasonal factor is the influence 
exerted by the time of year in which an 
ad is inserted upon the total number of 
inquiries which the ad will produce. If 
there were such a thing as an average 
month, we should say that an ad of a 
certain size in a certain medium run in 
an average month will produce a certain 
number of inquiries, which we will call 
100, or a normal production. If, instead 
of being run in a mythical average 
month, we run this same ad in January, 
it will produce a number of inguiries 
which will be higher than the normal! 
production, or 100, because January is 
a month which is better than average 
for getting inquiries from our adver- 
tising. The problem is to find just how 
many inquiries we shall get from a Janu- 
ary ad, as compared with the normal 
number obtained in an average month, 
and then to get corresponding informa- 
tion for every one of the twelve months. 

A beginning is made by grouping 
together all the advertising records for 
every individual publication. We have 
then before us, for example, the records 
on all of our experience in magazine “A” 
during the period of fourteen years. 
We analyze for the twelve seasonal fac- 
tors of this magazine independently. 
When we have finished, we shall take 
up magazine “‘B” and analyze independ- 
ently for its seasonal factors. 
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This process is carried on for each 
publication concerning which we have 
sufficient data. 

Turning to the records which we have 
before us concerning magazine ‘“*A”’, we 
look for ads of similar size run in adja- 
cent months of the same year. This is 
done so that we may make use of what 
‘s called the “link-relative” method in 
determining the index of seasonal varia- 
tion. A link relative is the percentage 

expressing the value of the figure for 
e month in terms of the figure which 
we have for the month immediately pre- 
ceding. If, in this magazine, we have 
run a quarter-page ad in January of the 
year 1913, which is the first year in our 
series, and we have also run a quarter- 
page ad in February of the same year, 
we divide the number of inquiries re- 
ived on the February ad by the number 
of inquiries received on the January ad, 
nd the resultant figure is a February 
link relative. If we have again run a 
quarter-page in March of the same year, 
then we divide the number of inquiries 
n the March ad by the number of in- 
quiries obtained on the February ad, and 
thereby obtain a March link relative. If, 
however, the ad run in April of that 
year is any size other than a quarter- 
page, then we cannot compare the in- 
quiries on the April ad with the inquiries 
on the March ad, because the difference 
in size of the two ads prevents a com- 
parison for the purpose of determining 
seasonal influence. In such a case we 
must leave blank the space reserved for 
the link relative of April, 1913. Then 
when we come to consider the May ad 
and find it to be the same size as the 
April ad, we can again make a compari- 
son and obtain a link relative for May, 
1913. In this manner we proceed 
through the entire series of 168 months 
in the fourteen years, and write down 


all the link relatives that can be obtained 
by comparing ads of similar size in adja- 
cent months. In doing this, we also use 
the December - January comparisons 
wherever they exist. After finishing this 
process for magazine “A’’, we find a 
great many blank spaces in months 
where we are unable to make compari- 
sons, either because the ads in the two 
adjacent months are not comparable in 
size or because we did not advertise at 
all in some month or months. When 
we have tabulated all the link relatives 
that can be obtained in this manner, we 
add together all the January link rela- 
tives and obtain a simple average of 
them. Then we add together all the 
February link relatives and obtain their 
simple average. ‘This is done for each 
of the twelve months. 

If we are dealing with a magazine in 
which there are too many blank spaces 
for comfort, we bridge over some of the 
blanks by obtaining such link relatives as 
February-April, or perhaps August- 
October, when these can be obtained in 
places where the regular link relatives 
are not available. Now all of these odd 
link relatives are averaged across, care 
being taken to obtain averages of only 
similar link relatives. 

Then we go back to our table of aver- 
age regular link relatives, into which 
none of the odd link relatives have en- 
tered, and convert the series of twelve 
numbers into index numbers, all refer- 
ring to the same base. We let January 
equal 100, and then work down the 
table, assigning to each month the value 
that results from multiplying the link 
relative of that month by the index 
number that has been obtained for the 
preceding month. After we have ob- 
tained the index number for December, 
we multiply it by the December-January 
average link relative and thereby get an 
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index number for January. This index 
number does not turn out to be exactly 
100, which was the number with which 
we started, and an arbitrary cumulative 
correction is made all down the line, so 
that January will end up with 100. If 
in performing this computation, we find 
that in some month, as for instance 
April, the data are lacking or insufficient, 
we simply skip April entirely and pro- 
ceed as though there were only eleven 
months in the year. In this case the 
average link relative which appears for 
May will not be the average of April- 
May link relatives, but rather the aver- 
age of the March-May link relatives 
which we obtained from our column of 
odd link relatives. Sometimes this has 
to be done for more than one of the 
twelve months, and the bridging-over 
which we do is sometimes greater than 
the skipping of a single month. It is 
seen from this that there is an almost 
unlimited variety of combinations that 
can be used if it is necessary to fill in 
places where otherwise data would be 
insufficient. 

After we have reduced the link rela- 
tives to a series of index numbers and 
there is a month or two missing, as for 
instance in the case of April just de- 
scribed, then we go over our entire 
fourteen-year series and see if there is 
any place where an April ad can be com- 
pared with that of some other month, 
regardless of what that month may be. 
We may find a February-April link rela- 
tive or possibly some other combination. 
When we have several of the same kind, 
we average them, and, using the set of 
index numbers which has been completed 
with the exception of April, we figure 
the value for April from each of the 
kinds of comparisons made, such as 
January-April, February-April, etcetera. 
Then we average these various values 


obtained for April and insert the resy}; 
in the space which we have reserved fo; 
it in the final column of index numbers, 
When the months have all been filled in, 
we add the twelve index numbers and 
find the average. Then we divide each 
of the twelve numbers by this average 
and thus obtain a new series of index 
numbers, whose average is 100. This 
last series of numbers is the index of 
seasonal variation as figured by the link. 
relative method, which we have now 
completed for magazine “A”’. 

The next step is to calculate the whole 
thing over again by a slightly different 
method. This is especially necessary in 
cases where the data are meager and 
scattered. This second method consists 
in selecting a month which has been used 
as frequently as any other month and 
comparing its ads with all other ads of 
that same size in the same year. We 
will say, for instance, that in February 
of a certain year we ran a 128-line ad 
in this magazine. Perhaps we also ran 
the same sized ad in August and again 
in December of the same year. We let 
the results on the February ad equal 
100, and then by dividing the number 
of inquiries produced on the August and 
December ads respectively by the in- 
quiries received on the February ad, we 
obtain index numbers for August and 
December, while the February index is 
100. Similarly, we go through the 
whole fourteen-year period, and in each 
year divide the inquiries obtained on 
every other ad of the February size run 
in that year, by the number of inquiries 
obtained on the February ad. When 
we have completed this, we again add 
all the months across and average all 
the Januaries together, all the Febrv- 
aries together, and so forth, finally ob- 
taining a new set of index numbers for 
all the months, in which February will 
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be equal to 100. Now we add together 
‘he monthly index numbers obtained by 
this second method and average them. 
Dividing each monthly number by the 
average gives us a new series of numbers 
whose average will be 100. Now we 
have finished making a new set of index 
numbers by the second method, in a case 
where we compared all possible months 
with February. 

If we find that there are too many 
blank spaces in the twelve-month series, 
we go through the whole process again, 
using some other month as the standard 
for comparison, just as we used Febru- 
ary. After we are all through with this 
kind of work, we combine and average 

| the sets of index numbers which have 
been obtained by the several operations 
inder the second method. 

This gives us two main sets of index 
numbers, the first obtained by the link- 


relative method, and the other obtained 
by what we might call the “standard- 
month-comparison” method. Having 
these two series, we merely take the 
simple average of the two and thus 
obtain the final set of monthly index 
numbers expressing the seasonal factor 
for magazine “A”’, 

Next we proceed to magazine “B” 
and perform the whole operation to find 
the seasonal factor as shown in this 
magazine, using both the link-relative 
method and the standard-month-com- 
parison method as in magazine “A”. 
The average of the results of the two 
methods is the final index for magazine 
“ 

Similarly we treat every magazine 
and farm paper on the entire list of 
publications which we have used to any 
extent during the fourteen-year period. 
We finally have a large number of sea- 
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sonal indexes, each consisting of twelve 
numbers of which the average is 100. 


Results 


Now we prepare a large chart, with 
the twelve months marked along the 
horizontal scale, and on it we plot all 
these seasonal indexes, with a separate 
line on the chart for each publication. 
For the first time in all this work, we 
are bringing together the results of the 
various publications. It is with great 
satisfaction that we view this chart, for 
almost all of the many lines drawn upon 
it are very closely grouped. It is en- 
tirely unexpected that the seasonal index 
in a farm paper should be the same as 
that in a woman’s magazine, but such 
actually appears to be the case, from this 
graphic showing. In order not to be 
confused by the multiplicity of lines on 
the chart, we now take all the state 
farm papers in one group, the national 
farm papers in another group, and all 
the general magazines in a third group. 
For each of these groups we find a 
group-average index and we plot these 
three group-seasonal indexes on another 
chart. This chart is reproduced here- 
with and is designated “Chart A”. Each 
of the three lines on this chart is labeled 
according to the group of publications 
it represents. The fairly close agree- 
ment of these three lines gives us confi- 
dence in the reliability of the results. It 
also allows us to make a grand average 
for all the publications, of which thirty 
were studied separately, and to assume 
that we may use the grand average- 
seasonal index for all publications, re- 
gardless of type. The following twelve 
months were read from the chart and 
are considered as the solution of the sea- 
sonal factor in inquiry production. Each 
of the monthly figures represents the 
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relative number of total inquiries which 
should normally be received on an iden. 
tical ad run in each of the respective 
months. 


GENERAL INDEX OF NUMBER OF INQUIRIES Propucep 
on Aps AccorDING TO MoNTH oF INSERTION 


(Average equals 100) 
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For a long time it has been known to 
us, and probably to everyone who adver- 
tises, that advertising which is run the 
year round has a varying value in the 
different months of the year. There are 
some months when the advertising value 
for certain products is so low that many 
advertisers do not buy any space at all 
in those months, while in other months 
advertising will produce much better re- 
sults. ‘The seasonal factor in the value 
of advertising probably differs greatly 
with the product advertised, and the 
experience of our company, of course, 
has but very little to do with the seasonal 
factor in the value of advertising for 
some entirely different kind of product. 
There may be some degree of seasonal 
variation that applies to all advertising, 
regardless of product, but any theories 
along this line would be nothing but mere 
guesses, in the absence of definite experi- 
ence data on a large list of commodities. 
Although this analysis concerns the 
product of only one company, I believe 
that practically every kind of advertising 
has some sort of seasonal variation in 
effectiveness and that this can be de- 
termined if it is studied as we have 
studied ours. 
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[he general method used in analyzing 
» season factor, as described in this 
article, was to compare the results from 
ads of identical size run in the same 
medium in different months. Of course, 
we would not take one size alone and 
fnd what results were produced by such 
nad in all months of all the years in a 
single medium. All sizes had to be used 
in this analysis in order to give sufficient 
lata, but all the actual comparisons 
made were between ads of identical size. 
In other words, we had numerous kinds 
f comparisons, using the various 
methods described above, and in the end 
we got a separate monthly series of the 
seasonal variation in the productivity of 
ids in each of the publications studied. 
\ltogether, thirty publications were 
analyzed for their seasonal variations, 
most of them separately. A few of the 
publications could be arranged in small 
groups which permitted the working out 
‘f the seasonal factor for the group. 
The determination of the seasonal 
variation was made separately for each 
publication or small group of publica- 
tions, because it was at first assumed that 
the seasonal factor would be different in 
the various classes of publications, but 
the results show that this is not the case. 
As a matter of fact, the relation between 
the productiveness of similar farm paper 
ids run in January and June, for in- 
stance, is the same as in the case of gen- 
eral magazines. To cite an extreme 
comparison: If an ad in the Iowa 
Homestead produces three times as 
many inquiries when run in January as 
when run in June, then a Ladies’ Home 
Journal ad will also produce three times 
as many inquiries when run in January 
as when run in June. This may not 
sound logical, and indeed at first we did 
ot believe it. The figures show this to 
be true, nevertheless, regardless of what 


may be the reasons therefor. Evidently 
the busyness of the farmer during plant- 
ing and harvesting seasons has no dif- 
ferent effect on his inquiry-writing 
tendencies than the city man’s seasonal 
activities and inclinations have on his 
respective responsiveness to building ad- 
vertisements. Whether it is the same 
state of mind and the same attitude 
toward seasonableness of building plans, 
or whether it is merely a coincidental 
balancing of totally different motives, is 
a matter for speculation, but certain it 
is that the result is the same. We have 
made charts, plotting a separate curve 
for the seasonal factor in each of the 
many different publications and are un- 
able to detect the slightest group dis- 
tinctions as between farm papers and 
urban magazines; also there is no dis- 
tinction between state and national farm 
papers, nor between women’s and gen- 
eral magazines. Of course, the curves 
do not agree perfectly, but there are no 
positive variations common to one 
group of publications as compared with 
another group. 

The results of this part of our study 
show that we can use reliably this single 
index of seasonal value of advertising, 
regardless of the character of the 
medium to which it is to be applied. 

There are some monthly publications 
which are issued much earlier in the pre- 
ceding month than is the average custom 
among magazines. Some monthlies are 
distributed on the roth of the month 
preceding the nominal month of issue, 
or even earlier. McCall’s and The 
Woman’s Home Companion are notable 
examples of early issue. For this reason, 
a January ad in either of these two pub- 
lications to some extent takes on the 
characteristics of a December ad in the 
average magazine. For publications of 
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exceptionally early issue, the above table 
does not apply, and for them we made 
special indexes of seasonal variation 
which need not be tabulated here. 

In a future article will be discussed 
the other five factors affecting the pro- 


ductiveness of individual advertise. 
ments; namely, size of space, lasting 
quality, effect of frequency, intensive. 
ness of advertising, and secular externa] 
factors, aided by charts to show the re. 
sults obtained from our analysis. 
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Case studies are based upon the actual ex- 


ue material in the Department of the Re- 
periences of business concerns; to avoid dis- 


view presented by the Student Editorial 





Board is chosen with regard to its interest to 
business executives and to the possibility of 
itilizing most effectively the resources at the 
command of the members of the Board. 

rhe first Department, “Summaries of Busi- 
ness Research,” comprises summaries of the 
results of the investigation of various busi- 
ness subjects. “Case Studies in Business,” 
the second of these Departments, was sug- 
gested by one of the outstanding character- 
stics of the Graduate School of Business Ad- 
ministration, the case method of teaching. 


closure of confidential material, however, it 
is necessary to disguise the names of the con- 
cerns. The third department, “Legal Devel- 
opments Significant in Business,” has been 
added to permit a survey of the steps which 
are now being taken and which possibly 
should be taken in the future by courts and 
legislative bodies to improve the quality of 
the service that law can offer to business. 
The last Department contains critical re- 
views and short descriptions of new books 
of interest to business men. 
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PURPOSES 


AND FINANCIAL PLANS OF INDUSTRIAL 


REORGANIZATIONS' 


ROBABLY the most valuable ex- 
P periene in industrial reorganiza- 

tions was gained as a result of 
the 1920-1921 depression, during and 
after which many industrial corpora- 
tions found it necessary, or at least ad- 
visable, to alter their financial structures. 
Many of the precedents followed in 
present capital changes were established 
during this period. The outstanding 
points of experience acquired can best 
be summarized by analyzing the prin- 
cipal causes and purposes of these reor- 
ganizations and by describing the out- 
standing features of reorganization 
plans that have been developed to meet 
the difficulties. 

Since railroad reorganizations have 
become standardized to the degree that 
their general objectives, characteristics, 
and accomplishments are fairly well 
known, the present discussion is con- 
fined to the reorganizations of indus- 
trial corporations. This task is ren- 
dered particularly difficult, however, be- 
cause of the dissimilarity existing be- 
tween the nature and problems of dif- 
ferent industrial concerns. Yet much 
can be learned from a comparison of the 
factors lying at the bottom of their difh- 
culties and the plans through which their 
solution was attempted. 

A reorganization, if defined as “any 
change in a firm’s capital structure,”’ 
may be constructive, manipulative, or 
curative. A constructive reorganization 
is one for the purpose of bettering the 
existing set-up of a successful business. 


1 Based on an analysis of the published state- 
ments of 60 industrial reorganizations. 


Thus the funding of a floating debt to 
better a company’s current financial con- 
dition, or the retirement of undesirable 
securities, would be termed a construc- 
tive reorganization. 

A manipulative reorganization is one 
wherein the ownership or capitalization 
of the corporation is changed for some 
purpose other than the welfare of the 
business itself. This type of reorgan- 
ization is quite prevalent during a time 
when investment bankers are eager to 
obtain securities which will satisfy the 
investment market. In such a case, 
bankers may purchase the securities of 
a company which were formerly 
privately held, rearrange the financial 
structure of the concern, and market the 
new securities created. 

A curative reorganization is one 
effected to remedy some existing evil in 
the corporate set-up and is generally 
brought about as a consequence of im- 
mediate or impending financial embar- 
rassment. Such a reorganization may 
be voluntary on the part of the stock- 
holders or involuntary and forced by 
creditors or holders of preferred secur'- 
ties. It is to reorganizations falling into 
the curative classification that this 
article will be confined. 


Causes OF REORGANIZATION 
Voluntary Reorganizations 
Voluntary reorganizations are con- 
sidered to mean those of a curative 


nature not traceable to immediate finan- 
cial embarrassment. A study of recent 
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ganizations coming under this defi- 


reo! 


it 


nition shows that their basic purposes 
be grouped into six main classif- 


may 
ations: 
Contraction of scope. 
Change in management. 
General adjustment of operation. 
Adjustment of capital structure. 


to \voidance of unfavorable contracts. 
i. Compliance with, or avoidance of, ad- 
ble verse legislation. 
ro Contraction of scope. Reorganiza- 
ns involving contraction of scope can 
ene illustrated by many examples, al- 
‘on ough the constant growth of the 
me United States has made reorganization 
the for expansion purposes far more com- 
an. mon. Under this general classification 
a logically fall those reorganizations 
to planned to separate companies, prod- 
the s, or markets, as well as those having 
se. or their purpose the reduction of corpo- 
of - activity. A typical reorganization 
rhe of the latter nature is that of the Young, 
sl Smythe, Field Company, of Phila- 
he lelphia, in 1922, wherein its foreign 


business, which was in difficulties, was 
ae liquidated, and a new company formed 
to take over the domestic activities of 


In 

ly ‘ corporation.” 

* A reorganization for the purpose of 
ar- separating products, on the other hand, 
ay s seen in that of Hares Motors, Incor- 
‘ porated, which formerly controlled the 


by production and distribution of the Loco- 
mobile Company, the Mercer Motor 


ri 

be Company, and the Simplex Automobile 
bie Company, Incorporated, the latter com- 
“Another reorganization for the purpose of ex- 
ing some unprofitable units was that of the 
Scheider, Fowler Company in 1921. This 
any owned nine subsidiaries, five of which 
in such poor financial condition that it was 
lered impossible to operate them without 
h capital. Hence, the company was reorgan- 
ed, with the idea of uniting these five subsidiaries 
n- nto a new company and furnishing new capital. 
ve operation of the four profitable concerns was 
n- s possible without the hampering credit in- 

at ence of the weaker remaining companies. 
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pany being controlled by the Locomo- 
bile Company. In 1921 this joint man- 
agement was found unprofitable, and a 
reorganization was instituted separating 
the operations of the Locomobile and 
Mercer companies. 

Reorganization for contraction of 
scope logically follows each business de- 
pression, for during the previous expan- 
sion period the economical size of the 
concern and its most efficient rate of de- 
velopment are frequently overlooked in 
the desire to obtain greater immediate 
profits. 

Change in management. While re- 
organizations are often accompanied by 
changes in management, this purpose is 
not easily ascertainable on the surface. 
It is quite obvious that, in its announce- 
ment of a reorganization plan, the man- 
agement of a company will not publish 
past defects or mistakes. Then, too, a 
poor earning record cannot always be 
attributed to faulty management. Gen- 
erally, the sole indication given to the 
public that the management has been 
deficient lies in a statement telling of the 
retirement of the president or, possibly, 
of the resignation of certain directors. 

Probably the most notable reorgan- 
ization having this as one of its major 
purposes was that of the Goodyear Tire 
and Rubber Company in 1921. When 
the company was refinanced at that time, 
the bankers insisted upon the resigna- 
tion of the president together with two 
or three other officers of the company.’ 


5 Another type of change in management occurred 
in the reorganization of the Beacon Falls Rubber 
Company, which was in considerable financial difh- 
Upon the death of its president in 
with the U. S. 


culties in 1921. 
1922, an agreement made 
Rubber Company, a substantial creditor of the con 
cern, under which the United States Rubber Com- 
pany took over the management of the business in 
return for one-half the profits. 

The reorganization of the Hammond Typewriter 
Company presents a borderline case under this 
At the time of his death the owner 


was 


classification. 
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In other cases, it has not been un- 
common for mergers and consolidations 
to include companies of doubtful value 
in themselves, but which have a manage- 
ment, the benefit of which the consoli- 
dation wishes to obtain. The formation 
of the  previously-mentioned Hares 
Motors, Incorporated, was partially an 
effort to secure an able management for 
the companies involved. Such instances 
are difficult to discover, because of the 
reluctance of the concern to announce 
that a company is sought for its manage- 
ment rather than for its possible earning 
power or physical assets. Nevertheless, 
because the management occupies such a 
vital position in any company, it doubt- 
less plays a most important part in re- 
organizations. 

General adjustment of operation. 
Adjustment of operations, as applied to 
curative reorganizations, is taken to 
mean reorganizations which correct 
existing conditions through a change in 
operations. Since reorganizations to 
secure new plants or to insure raw- 
material supplies may be for the pur- 
pose of curing manufacturing difficulties, 
they come under this category. Sim- 
ilarly, reorganizations for the further 
development of existing or new products 
or for the improvement or development 
of the company’s marketing system are 
of this nature. 

A notable example is the reorganiza- 
tion of the Winchester Repeating Arms 
Company, which found itself with a 
large over-capacity after the demand for 
war materials had subsided. In order 
to utilize its surplus equipment, a new 


of the company had left its control in the hands 
of trustees. The trust agreement under which the 
control was transferred was of such a restrictive 
nature that it was found necessary to reorganize 
the company in 1921 to permit unhampered man- 
agement in the operation of the business. 

*The separation of the English business of the 
United Drug Company in 1920 is another instance 


company was formed to hold the stock 
of the old company, to establish new 
lines of manufacture, and to build up 
an organization to dispose of the out. 
put.* 

There are many instances in which 
reorganizations have been employed 
to separate different phases of a busi- 
ness. A well-known example of the 
separation of the production and dis- 
tributive phases lies in the customary 
practice of oil companies to organize 
separate companies for the handling of 
their pipe-line business and the market. 
ing of their products. 

Adjustment of capital structure. The 
regular course of business may place any 
corporation not extraordinarily success- 
ful, or even a successful corporation, in 
a position where a _ readjustment of 
capital structure is advisable from the 
curative point of view. The case of the 
Allied Packers, Incorporated, is fairly 
typical of a reorganization of this 
nature. In 1921 the debenture bonds 
of the company were on the verge of 
lapsing into technical default by virtue 
of a clause in the indenture, which pro- 
vided for the maintenance of a current 
financial position of certain strength. 
Because of the liability of a large 
amount of accumulated preferred-stock 
dividends, the firm’s financial position 
had become weak. For this reason, a 
reorganization was brought about 
wherein the current position of the com- 
pany was greatly improved through 
sacrifices on the part of the security- 
holders. 


The 


where an adjustment of operations was found 
necessary. In the reorganization, an English com- 
pany, Liggetts International, Ltd., was formed to 
take over the English and Canadian business for 
the primary purposes of better meeting legal and 
tax requirements, separating the operating risks, 
and avoiding any possible ill will felt by the English 
people toward an American company. 


adjustment of the financial 
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-ture of a corporation for the benefit 
. single class of stockholders is also 
-ommon occurrence. The reorgan- 
zation in 1927 of the Central Leather 
Company, which was burdened with a 
amount of accumulated preferred 
dividends, furnishes an excellent ex- 
mple. The plan provided for the 
ling of these dividends, which action 
hanced the value of the common stock 
by the reduction of the prior claims 
against earnings held by the preferred 
stockholders. 

The rearrangement of capital struc- 
ture, through reorganizations involving 

lecreased value of the fixed assets of a 

rporation, has not been unusual in the 
ist few years. In 1922, after its assets 
purchased during war-times had shrunk 
to about one-half their original value, 

\tlantic Coast Fisheries effected a 
voluntary reorganization in which it 
wrote down its fixed assets to market 
value and called for heavy sacrifices on 
the part of all stockholders.® 

There are, of course, innumerable 
causes for the adjustment of capital 
structure, the above examples merely 
indicating some of the more typical. In 
yractice, each company may face a dif- 
‘erent cause and base its reorganization 
on individual necessity. 

{voidance of unfavorable contracts. 
Reorganizations for the avoidance of 
unfavorable contracts are not commonly 
published as such—undoubtedly because 
of ethical delicacy. The published 
causes are usually of a more favorable 

ture to the public eye. Nevertheless, 
companies have been reorganized for 
the elimination or modification of con- 
tracts deterrent to successful operations. 


I 


‘Often, however, this type of reorganization 
not necessitate any direct sacrifice by security- 
lers. For example, the Eastern Steamship Com- 
the value of whose assets had also shrunk, 
called in its $25 par-value common stock, 

and gave in exchange new common stock of no par 
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During the depression of 1921 many 
companies had commitments for mate- 
rials and services far in excess of their 
immediate needs. With the fall of 
prices, these commitments proved a 
source of great loss. In order to fore- 
stall a more drastic reorganization in 
the future, numerous reorganizations 
occurred at this time for the purpose of 
forcing the holders of the contracts 
either to accept lower prices for their 
goods or to set aside the contracts com- 
pletely. 

The experience of the Goodyear Tire 
and Rubber Company, heretofore men- 
tioned, illustrates the disastrous results 
of huge commitments made during the 
high prices of the expansion period. 
Upon the company’s inability to pay for 
the goods for which it had contracted, a 
reorganization was effected, and the 
merchandise creditors were forced to 
modify the original contracts. As it 
happened, however, the creditors even- 
tually suffered no loss, for securities 
which they accepted in lieu of cash later 
materially appreciated in value. 

Compliance with, or avoidance of, ad- 
verse legislation. Reorganizations to 
comply with or avoid legislation are a 
common feature of modern corporate 


practice. Clever lawyers and business 
men are constantly finding means 
whereby taxes may be evaded or 


lessened, responsibility and risk shifted, 
or other legal requirements avoided. 
An interesting and outstanding example 
of a reorganization for the purpose of 
avoiding adverse legislation was that 
of the Pullman Company in 1926. As 
originally organized, the Pullman Com- 
pany was subject to the regulation of 





value. In this case, each stockholder’s equity in 
the company remained unchanged. The effect was 
merely to change a balance-sheet deficit into a 
surplus through the writing-down of the common 
stock, thus constituting a reorganization in only 
the technical eense of the word. 
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the Interstate Commerce Commission; 
therefore, its manufacturing operations, 
as well as the rates which it charged for 
the use of its cars, were under the sur- 
veillance of that body. To release itself 
as much as possible from this regula- 
tion, the company was reorganized, and 
two separate companies were formed 
with a holding company in control, one 
of which performed the transportation 
activities while the other carried on the 
manufacturing operations. By this 
means, the supervision of the Interstate 
Commerce Commission was restricted 
to the operations of the first company, 
and the manufacturing division was left 
subject only to such regulation as is im- 
posed on ordinary business concerns. 

Common also are the reorganizations 
wherein a company incorporates in an- 
other state to avoid restrictive legisla- 
tion or a heavier tax burden imposed in 
its former location. Because of their 
lenient corporation laws and light taxes, 
Delaware and New Jersey are two of 
the most popular states in this regard. 
Virginia also has often been selected 
because of the ability of a Virginia cor- 
poration to issue par-value stock not 
fully paid up with no liability of the 
stockholders to further assessment. 
California, on the other hand, is as 
equally unpopular, for, in addition to 
the unpaid balance of capital stock, 
stockholders of California corporations 
are subject to an unlimited liability for 
the debts of the company, with certain 
modifying restrictions. 

Finally, subsidiary corporations have 
frequently been utilized in efforts to 
evade oppressive requirements in the 
law. There are so many instances of 
their employment in this connection that 
no attempt will be made to classify them 
here. This use of subsidiary corpora- 
tions will grow in importance with the 
increase in regulation of business. 
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Forced Reorganizations 


While voluntary reorganizations cap. 
not always be directly traced to finan. 
cial embarrassment, involuntary reor. 
ganizations, practically without excep- 
tion, result from financial difficulties. 
Reorganizations arising from legal per. 
secution constitute almost the sole ex. 
ception to this rule. 

Obviously, the purpose of the major 
portion of involuntary reorganizations 
is to place the company again in a sound 
financial position and to provide for its 
future successful operation. 

It is dificult, however, to trace the 
basic causes of these reorganizations, as 
is evidenced by the subsequent failure 
of corporations even after reorganiza- 
tion. The cause of “lack of working 
capital” commonly set forth in_pub- 
lished statements is a result of more 
basic difficulties, rather than a cause in 
itself. 

Dr. Dewing, in his ‘Financial Policy 
of Corporations,” gives four funda- 
mental causes which lead to failure— 
unprofitable expansion, a change in the 
public demand for the commodity pro- 
duced, excessive competition, and the 
distribution of capital as _ ostensible 
profit.© These factors, although im- 
portant and probably covering the vast 
majority of reorganizations, cannot be 
considered all-inclusive, as is implied in 
a footnote of Dr. Dewing’s book. The 
nature and problems of industrial cor- 
porations vary so greatly that it is im- 
possible to find a classification inclusive 
of all causes of failure. For example, 
reorganizations may arise out of 3 
single contract that turns out unfavora- 
bly, creating an unpredictable situation, 
or they may result from conditions un- 
controllable by the management, such as 


® Dewing, A. S.: Financial Policy of Corporations, 
Pp. 909. 
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itive acts, war, or acts of nature. 
it is intended that this study 
set forth not all causes of cor- 
failure, but merely those found 
most prevalent. 
rganizations are still a remedy 
verexpansion during war times, 
ly one of the most common 
during the past few years and the 
nt period of high prices. While 
1 in inventories’ was probably 


pu 
i 


most disastrous, expansion in 

ts* has left more lasting eftects 
still a frequent cause of failure. 
in the case of overexpansion, 
uses of reorganization as listed 
Dewing are probably fairly well 
However, there have been 
outside of his classification that 
ute rather interesting examples. 
lure of others has often reacted 
on corporations. Thus, the en- 
ment of notes has not infrequently 
oned business failures. An im- 
nt example of such a situation was 
during the last decade in the 
of the Claflin Company, which 
number of department 


1] 


s and sold at wholesale a large 


tomer and subsidiary notes. 


nt of dry goods. The Claflin Com- 


had endorsed a large number of 
Subse- 


tly many of these notes were un- 


using the company’s contingent 


lity to be turned into an actual one. 


ganization resulted. This failure 
ted on the department-store 
re of the United States Worsted Com- 
an excellent example of excessive 
cumulation. In 1920 the company’s 
had increased from $6,200,000 to $9,- 
a vear. The fall of prices in 1920 
sed a total loss of approximately $7,- 
two years and disrupted the current 
sition of the concern to such an extent 
unable to pay its current indebtedness, 
rganization inevitable. 
experience of the Atlantic Fruit Company 
riod is illustrative of expansion in 


world that the value of the assets of the 
Associated Dry Goods Company was 
impaired, forcing a reorganization and 
presenting a further example of reor- 
ganization caused by the failure of an- 
other concern. 

Similarly, the failure of a banking in- 
stitution may precipitate an industrial 
reorganization. A somewhat unusual 
illustration of this is seen in the Beaver 
Board reorganization in 1921. The 
Beaver Board Company, being in finan- 
cial difficulties, had sold its notes to an 
investment banker. When called upon 
for payment, however, the investment 
bankers, being in difficuities of their 
own, were unable to remit the total pro- 
ceeds of the loan. Since the notes were 
in the hands of the public, they consti- 
tuted a valid claim against the Beaver 
Board Company. While this incident 
was not the entire cause of the Beaver 
Board Company’s insolvency, it consti- 
tuted a strong contributing factor. 

Another cause of reorganizations 
which is difficult of classification was 
present as an element in the reorganiza- 
tion of the Goodyear Tire and Rubber 
Company. In the latter part of 1920 a 
reorganization plan, not calling for ex- 
cessive sacrifices on the part of the 
stockholders, had been tentatively ac 
cepted. Shortly before its final accept- 
ance, a small stockholder filed a com- 
plaint against the company, claiming 
that it was insolvent. While the charge 
was promptly disproved in the courts, 
fixed investment. This company, which operates 
steamship lines to tropical America and the West 
Indies for the transportation of fruits and other 
products, incurred heavy fixed charges for the pur- 
chase of additional steamers, plantation, and other 
fixed investment. Out of some $15.000,000 realized 
from the sale of securities, only a little over $200,- 
ooo was retained as working capital. In the liqui- 
dation period of 1921, the company was unable to 
meet heavy fixed charges so occasioned, and a 
reorganization was forced before the expansion 
plan had fairly started. 











202 HARVARD BUSINESS REVIEW 


the effect of the action so affected the 
company’s credit that it was necessary 
to delay the sale of securities under the 
plan, and the later reorganization found 
a situation which called for prohibitive 
sacrifices on the part of the common 
stockholders. 

A further cause, somewhat akin to 
Dr. Dewing’s classification of change in 
demand for the product, but none the 
less sufficiently different to warrant men- 
tion, was present in the reorganization 
of the Virginia Carolina Chemical Com- 
pany, necessitated by a temporary im- 
poverishment of its market. The com- 
pany, selling principally to farmers, was 
confronted with a disrupted market and 
frozen receivables as a result of a succes- 
sion of poor years in the farming dis- 
tricts. It finally became impossible for 
the company to meet its fixed charges, 
and a receivership, followed by a reor- 
ganization, was instituted. 

The above discussion has dealt en- 
tirely with financial causes of reorgan- 
ization. Behind many reorganizations 
may be fundamental manufacturing or 
engineering causes. An uneconomical 
size of manufacturing unit as a cause has 
already been suggested under the dis- 
cussion of unwise expansion. In addi- 
tion to this, a company might be suffer- 
ing from a disadvantageous location, 
caused by previous ill judgment or a 
shifting of the market or raw-material 
supplies. Similarly, an inefficient plant, 
occasioned by changing processes, pat- 
ents, products, or even poor manage- 
ment, might lie at the bottom of the dif_- 
culties. In all, the need for reorganiza- 


® Another striking example entailing the partici- 
pation of the government is seen in the formation 
of the Radio Corporation of America. In 1919, 
the Navy Department, fearing that foreign capital 
was acquiring control of radio communication 
between the United States and Europe and also 
that the transoceanic cables were not operating 
under sufficient competition, appealed to the General 
Electric Company to establish a company of unques- 


tion may well be eventually traceable to 
a basic manufacturing difficulty lying 
behind the financial causes. —_ 

Reorganizations arising from legal 
persecutions, although far less numer. 
ous than reorganizations arising from 
financial embarrassment, constitute 4 
second class of involuntary reorganiza. 
tions. The evoking of the Sherman Act 
to dissolve the Northern Securities Com. 
pany in 1903 marked the beginning of 
aggressive action on the part of the gov. 
ernment to control the scope of corpo- 
rate activity. Later, in 1911, two 
notorious examples of government ac- 
tion of this nature were the forced disso- 
lution of the Standard Oil Company and 
of the American Tobacco Company. 

More recently, the passage of the 
eighteenth amendment caused the reor- 
ganization of the American Malting 
Company, the manufacture of whose 
chief product was necessarily eliminated. 
As a consequence, the American Grain 
Products Company was formed in place 
of the former company and it undertook 
the manufacture of products more 
closely approximating legal  require- 
ments of the day.® 


Principal Features of Reorganization 


Plans 


Because of the essential differences in 
the causes and purposes which lead to 
reorganization, it is evident that the 
plans by which they are effected can 
never be alike. Then too, there may be 
considerable differences existing in the 


bargaining power of varying classes o! 


tioned, loyal American ownership to assume the 
domestic control and development of such radio 
communication. As a result, the General Electric 
purchased the entire stock interest of the British 
Marconi Company in the American Marconi Com- 
pany, which controlled the radio communication 
facilities in question. The latter company W4 
then reorganized into the Radio Corporation 0 
America. 
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holders and creditors in indi- 
concerns. Nevertheless, there 
mmon necessities to be accom- 
in most reorganizations which 
recognized and provided for 
ganization programs of recent 
;. It is now proposed to point out 
ymmon features through a study 
al plans. The various ramifica- 
| reorganization program based 
perating policies of various com- 

s must, by necessity, be omitted. 
general, there are two major pur- 
which a reorganization plan must 
plish. It must remedy the difh- 


ties causing the reorganization and 


ist attempt to provide for the 
successful operation of the com- 
Hence, the following discussion 
illy be grouped into these two 


Remedy of Present Difficulties 


ne of the most important necessi- 


raising of new money for the em- 


of a financial plan of reorganization 


rassed concern, the lack of which 1s 


mmediate cause of most involuntary 
ranizations. In general, this is ac- 
plished through either the assess- 


nt of stockholders or the sale of se- 


S 


N, 


sse 


s, or through a combination of 
two methods. 
w money is often obtained by 
ssing the stockholders, despite the 
ities which surround such action. 
holders commonly show an unwill- 
ss to be assessed, although their 
in the company may be more 
ommensurately strengthened. In 
|, assessment is brought about 


vhat the same method was employed in 
itional Paper Company reorganization 


In this case, it was the preferred stock- 
a 
eS 


vho were assessed. A new issue of 7% 
e preferred stock, having preference over 


through the exchange of securities of 
the new company for securities of the 
old, plus a certain amount of cash. A 
typical means of obtaining additional 
capital by this method is illustrated in a 
former reorganization of the Allis- 
Chalmers Company, which secured all 
of its new money by means of assess- 
ment. In this case, both the common 
and preferred stockholders were as- 
sessed for a total of about $5,000,000 
by giving them preferred stock in the 
new company in an amount equal to their 
assessment, and, in addition, a certain 
amount of common stock, the value of 
which was quite problematical at that 
time.’° 

However, the sale of securities to the 
public for the purpose of raising needed 
capital almost invariably enters a reor- 
ganization plan. The typical example 
is the reorganization of the Cuba Cane 
Sugar Company in 1922, when a $10,- 
000,000 74%4% closed first mortgage 
was issued to raise the new money, no 
assessment being made on the stock- 
holders. 

In a financial plan of reorganization 
there is often need to fund unpaid divi- 
dends or floating debt, for the fact that 
a concern may have unpaid interest 
charges on its bonds, dividends on its 
preferred stock, or a floating debt too 
large to be retired is one of the principal 
immediate causes of reorganization. In 
its 1927 reorganization, the Interna- 
tional Paper Company funded accumu- 
lated preferred dividends equal to about 
one-third of the par value of its out- 
standing preferred stock; while the 
funding of a floating debt is illustrated 
by the reorganization of the Pierce 
the old 6% preferred, was authorized. The holders 
of the old stock were then asked to exchange their 
holdings for the new 7% stock on the payment of 
$10 per share. In this manner some $2,000,000 
was obtained. 





2 4 


Arrow Motor Company in 1922, when 
it funded and paid off in cash over $7,- 


000,000 of bank loans. 


The above examples are merely two 
of the many methods of funding ac- 
cumulated dividends or the floating 
debt. In practice, every conceivable 


arrangement has been employed, rang- 
ing from full payment in cash to full 
s kinds of securities— 
resources of the 


payment in variou 
dependent upon the 
concern and the bargaining position of 
the different interests involved. 

interest charges imposing too 
burden on the profits of the 
company often a cause leading to 
reorganization, the financial plan may 
have the reduction of fixed charges as 
one of its purposes. Rather than to re- 
duce the yield of the concern’s bonds for 
this purpose, it has been more cus- 
tomary to change the outstanding bonds 
or some fraction thereof to securities on 
which the payment of income may be op- 
tional with the company. 
The Allis-Chalmers 

1913 well illustrates this point. The 
entire funded debt was removed, the 
former bondholders receiving preferred 
and common stock in place of their 
fixed income securities. Similarly, the 
Atlantic Fruit Company reduced its 
fixed charges by forming a new company 
and issuing practically all its securities 

on an income basis, thereby placing the 
company in a much sounder position, 
since continual fluctuations in the prices 
and production of tropical fruits make 
element of 


Since 
heavy a 
are 


reorganization 


of 


fixed charges a_ serious 
hazard. 

On the other hand, the entire capital- 
ization of the company may be reduced 
on the principle that the payment of 
dividends on the preferred _ stock, 
whether cumulative or not, and even on 
constitutes a contin- 
the company. If the 


the common stock, 
cent liability 


ot 


HARVARD BUSINESS 


REVIEW 


stock 
there 


has previously been “watered” 
is all the more reason for scaling 
down the capitalization under this 
theory. Thus is avoided the temptatio; 
to tax the profits of the concern too 
heavily. 

A non-tinancial element often present 
in reorganization plans is a provision 
for a change in management. This may 
arise under several circumstances and 
be brought about in many ways. One 
of the provisions of the plan of reor. 
ganization of the Beaver Board Com. 
pany in 1922 was to provide for ney 
and aggressive management. This was 
secured by separating the business of 
the company into two parts, a holding 
company and an asset company 
charge of the actual operations. The 
new management was then inaugurated 
in the asset company. 

Then, there have been many cases 
where persons or interests detrimental 
to the policies of the company have a 
share in the control. The others con- 
cerned, realizing this fact, often cause 
the company to go through a reorgan- 
ization in order to eliminate them from 
control and to allow the company to 
proceed in a normal manner. Some: 
what allied with such a change in man- 
agement was the formation of the Radio 
Corporation, to which allusion has 
formerly been made, wherein Amer- 
ican interests were substituted for 
British in the company’s management 

Although a change in the manage 
ment may not be deemed necessary, the 
interests that have been forced to bear 
the brunt of the reorganization fre: 
quently desire to protect themselves 
against the actions of those in charge of 
the company. This objective has been 
most efficiently accomplished throug! 
the use of the ‘ ‘voting trust’. In th 
Beaver Board reorganization, the cred 


itors most severely affected were the 
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peel . ote-holders. For the protection 
scaling ( their interest, the reorganization 
Tiny »rovided for the establishment of a vot- 
— ‘so trust to continue in operation as 
TM to 5 


o as any of these 8% notes were out- 

ling, and the majority of the mem- 
f the directorate were to be 
d or controlled by these note- 


present 
OVISion 7 
iS may 
" Although not included in the financial 
of reorganization, any manufac- 

, dificulties peculiar to the concern 
should be provided for if the reorgan- 
tion is to be successful in the long 
\ctually, this particular aspect of 
subject, although most fundamental, 

s received a surprising lack of atten- 

in the procedure of most reorgan- 
ns, the majority of the attention 
g placed on the financial structure 
reorganized concern. Often, 
the basic cause of failure has not 
removed. Nevertheless, it is neces- 
that the peculiar operating difficul- 
~ the company be eliminated, 
hey involve the contraction or 
xpansion of the scope of the company’s 
ties, a change in the location of the 
company, a rearrangement of plant lay- 
replacement of inefficient 


° } > 
they 


juipment. 
\ study of the manufacturing aspects 
of the business should be made to deter- 
whether or not the reorganization 
s justified in the first place. It may 
that the firm is inherently a very high- 
cost producer with little chances of im- 
In such a case, it may be 
more economical to liquidate the busi- 
ness to avoid further loss. Similarly, a 
lefinite adverse change of public de- 
mand for the product produced may 
constitute a reason for the cessation of 
he business. 
(hen, too, there is a real need for 
adequate consideration of the manu- 
turing set-up of the concern because 


provement. 
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of its bearing upon the subsequent finan- 
cial plan of the reorganization. In the 
determination of the amount of money 
which should be brought into the busi- 
ness, the banker is concerned with the 
need for additional working and fixed 
capital in the future, needs partially de- 
termined by the probable necessity for 
additional plant or equipment, the rate 
of changes in the manufacturing proc- 
esses, and like factors of an engineering 
nature. 


Provisions for the Future 


In order that a business may remain 
in the same sound position in which the 
reorganization leaves it, reorganiza- 
tion plans commonly contain provisions 
looking toward the future of the con- 
cern. 

Frequently, it is of particular conse- 
quence that the embarrassed company 
be allowed a temporary breathing spell. 
The management may feel that the difh- 
culty is only temporary, or additional 
time for adjustment may be needed be- 
fore the reorganization plan is put into 
effect. In such cases, the financial plan 
may make some provision for the post- 
ponement of current obligations—aside 
from the funding of the floating debt— 
such as the extension of bank loans or a 
postponement of settlement to merchan- 
dise creditors. 

In the 1921 reorganization of the 
Mercer Motors, the payment of the 
floating debt was extended by creditors 
in order to permit the company to place 
itself on a more solid footing before dis- 
charging its obligations. Likewise, the 
Atlantic Fruit Company reorganization 
provided a breathing spell for the com- 
pany by advancing for two years the 
date of the first interest payments on 
the new bonds. It was hoped that at 
the end of that time, the company would 
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be sufficiently entrenched 
burden of fixed charges.” 
One of the principal results at which 
practically every reorganization aims is 
to leave the concern with a firm credit 
basis, both as a sign of a healthy oper- 
ating condition and as a means of secur- 
ing adequate working capital from banks 
as conditions require in the future. The 
creation of such a situation is usually 
attempted by leaving the concern with 
a substantial amount of working capital 
and by paying off a sufficient amount of 
current liabilities to give the company a 
strong current ratio and to eliminate or 
reduce fixed charges. Illustrative of 
this objective is the Allis-Chalmers 
Company’s reorganization, which was 
so formulated as to leave the business 
with $5,000,000 of additional working 
capital and to remove all fixed charges. 
The reorganization of the International 
Paper Company paid off back dividend 
liabilities, besides refunding a _ bond 
issue which was maturing and threaten- 
ing the company’s current position. 
Just as one of the purposes of the 
financial plan is to raise new money 
immediately, many times a provision is 
inserted providing means of raising new 
money for future expansion or other use. 
This is commonly accomplished by the 
authorization of a security issue over 
the immediate needs of the corporation, 
part or all of which is exnressly reserved 
for the financing of futu > expansion or 
the providing of resources for other 
future requirements. Thus, in the In- 
ternational Paper Company’s reorgan- 
ization, over $50,000,000 of bonds and 
preferred stock was to be withheld for 
the development of newsprint mills and 


to carry a 


‘1A different type of breathing spell was pro- 
vided in the reorganization of the Cuba Cane 
Sugar Company in 1921, at which time the com- 
pany was unable to sell its sugar crop. The ofh- 
cials of the company, believing that conditions in 
the industry were abnormal at that time and that 


hydro-electric plants in Canada. (Cop. 
trariwise, the plan may contain a proyi. 
sion for contraction in the future. This 
was the case in the reorganization of the 
Mercer Motor Company in 1921, 
where the financial plan provided for the 
eventual dissolution of the company, and 
the operation of the constituent com. 
panies as separate units.’ 

Another stipulation found in some 
financial plans provides for a special 
protection or condescension to holders 
of strategic liens. It is upon this pro. 
vision that the acceptance of the entire 
plan may hinge, because of the varying 
strength in the positions of different 
creditors or stockholders in the reorgan- 
ization. To illustrate: The 7% deben- 
ture bondholders occupied the strategic 
position in the Cuba Cane Sugar Com. 
pany’s reorganization, since the com- 
pany desired to place a first mortgage 
ahead of these debentures. In order to 
obtain consent to a reduction in their 
equity, it was necessary to provide that 
the interest on the assenting debentures 
be raised from 7% to 8%. 

Finally, it is not uncommon for a re- 
organization plan to contain a provision 
for “strikers”, made necessary by the 
refusal of some of the individual secur- 
ity-holders to give their assent to the 
terms and come into the reorganization. 
This situation was ably illustrated in the 
reorganization plan of the Long-Bell 
Lumber Company. Under the plan, a 
new corporation was formed to acquire 
the stock of the old company in ex 
change for Class A and Class B stock ot 
the new company. Since the holders ot 
114% of the stock of the old — 
refused to enter the plan, only 98% 


the difficulty of the company was of only a tempo 
rary nature, raised an emergency one-year |oa0 
with which they paid off insistent creditors. 


12 Financial plans of the American Writing Paper 
Company have also reflected this principle. 
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the authorized two classes of stock 
was issued, the remainder being held 
back for the strikers who some time 
to accede to the 


ht be induced 


ve 
e- 


In conclusion, it may be well to repeat 
he financial plans of industrial re- 


that th 
rganizations little tendency 


Vig 


show 
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toward uniformity. Although there are 
common basic features running through 
many of them, details vary in numerous 
ways. Each reorganization presents 
new problems that have to be solved in 
an original manner, the solution depend- 
ing on the relative bargaining position 
and the relative ingenuity of the various 
interests concerned. 


v= atu +» — 


DEPARTMENT-STORE ORGANIZATION FOR 
DIRECT IMPORTING! 


EF: )REIGN purchasing constitutes an 
important part of the total buying 
of many leading, progressive depart- 
ment stores. Importations include 
novelty goods, style and quality goods, 
nd staple or standard goods that can 
be purchased more cheaply abroad than 
in the domestic market. Apart from 


the motive of direct profit to be secured 


from the added sales of this foreign 
merchandise, for which there exists a 
distinct public demand, department 


stores regularly import novelty and 
style goods for their prestige value. 
The practice has arisen of buying dis- 

ve goods, such as Paris gowns of 
exclusive design or fine-art works, for 
their display value as well as for sale. 
i is probable that the importance of 
epartment-store import purchasing will 
increase in the future. Not only will 
this be the result of a natural expansion 
of sales, but the high standard of living 
in the United States, with its varied de- 
mands, has also increased the market 


for imported goods. A creditor status 


tir 


] 


among the nations, while it makes in- 
creased consumption of foreign goods 
essential to the ready settlement of 
debts, stimulates imports because of the 
relatively lower price levels inevitably 
Prevailing in 


the debtor countries. 


Under these circumstances, the constant 
contact of department stores of size 
with foreign markets is essential if these 
stores are to benefit from the lower 
prices, better quality, or more distinctive 
styles offered in those markets. 


Importing Problems 


The management of the department 
store is responsible for net profits, for 
growth, and for permanence. These 
objectives demand proper correlation 
of buying with selling activities to de- 
termine the type of merchandise to be 
purchased, the time of its purchase, and 
the quantities to be purchased. On ac- 
count of the distance and the absence of 
continuous business relations, the cor- 
relation of foreign purchasing with 
other activities is a greater problem 
than the correlation of domestic pur- 
chases. Deliveries are more difficult, 
and the domestic procedure of communi- 
cating with the manufacturer or prod- 
ding him on is often impossible. 

For all groups of commodities im- 
ported, personal selection in buying is 
"1 Adapted from theses written for the course in 
Importing in the Graduate School of Business Ad- 
ministration, Harvard University, by Richard M. 


Baer, James T. Brown, Quentin L. Coons, George 
N. Epstein, Bradley Fisk, and Frank J. Wilton. 
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an important consideration. High- 
quality style and novelty goods are pur- 
chased primarily without reference to 
cost. Style, quality, pattern, color, and 
appeal to customers are the deciding 
factors necessitating personal selection 
by the expert buyer. With merchandise 
purchased primarily on a cost basis, 
there is a similar need for personal selec- 
tion to judge value in relation to cost.’ 

Then too, foreign buying involves 
difficulties and uncertainties in addition 
to those found in the domestic market. 
The greater likelihood of unsatisfactory 
and the resultant 
need for disposing of them at a loss, 
means additional expense attributable 
to foreizn merchandise. Different busi- 
ness customs and technique require a 
organization, or personnel, 
with markets. The 
' languages presents another 


samples and models, 


buying 

familiar 
variety 

obstacle to be surmounted for long-con- 
tinued, and efficient buying 
relations with foreign sources. Where 
purchases are made in terms of the cur- 
rency of the producer, exchange fluctua- 
hindrance in computing 
landed costs. This problem is less im- 
portant in countries on a gold standard, 


given 


successful, 


tions are a 


where possible fluctuations are confined 
within a relatively small range. 

Practically all goods imported by de- 
partment stores are subject to import 
duties. The payment of these duties 
and rapid clearance through the tech- 
nicalities of the customs become of su- 
preme importance, particularly in nov- 
elty and style goods, in order that a 
prevailing demand may be capitalized. 
The problem is further complicated, 
rather than simplified, by the constant 
tariff tampering of Congress and by ad- 
ministrative interpretations of customs 
ofhcials. Changes in duties may render 

Eis a discussion of this subject, see Roorbach, 
G : Import Purchasing, Chapter V. 


unprofitable the importation of certain 
desirable lines now carried at a profit, 
Lastly, the expense of purchasing for. 
eign goods may be higher than the 
expense of purchasing domestic goods, 
These problems constitute the back. 
ground against which the organization 
for importing is established. 


Organization for Importing 


Imported goods are purchased d 
rectly in foreign markets or th sat 
American import merchants and the 
American offices of foreign producers 
and merchants. Whether the depart. 
ment store imports directly or uses 
middlemen is determined by many fac. 
tors, including the experience of the 
firm, the nature of the goods imported, 
the organization and custom of the 
trade, the volume of imports, and the 
financial strength of the firm. 

Import merchants and the American 
ofices of foreign producers carry only 
limited stocks, both as to types and as 
to quantities. They often prove val- 
uable in supplying some of the needs of 
department stores, but they usually can- 
not adequately fill the requirements of 
large and leading stores. They can- 
not supply distinctive merchandise, such 
as may be obtained by a special direct 
order, to fit the needs of a particular 
class of customers in a given store, nor 
do they offer patterns which are exclu- 
sive and not to be duplicated by compet: 
ing stores in the same community. 

Direct contact with foreign factories 
and merchants permits the buyer to keep 
abreast of developments in the creation 
of new styles and novelties. Then too, 
the need for direct purchasing is directl) 
proportional to the degree of — 
necessary in obtaining the desired goods 


Although this need, as indicated, is im- 


perative for department stores, until 
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they have paid little attention 
Seoct buying. However, with the 
-ease in the size of stores and with 
levelopment of cooperative systems 
,reign purchasing, direct importing 
.s become wide-spread among depart- 
t stores. 
[he subsequent discussion presents 
al approaches to the problem of 
d importing by department stores. 
Of course, no store confines itself strictly 
ne type of importing. A very large 
re secures the major portion of its 
m purchases through its own 
hes. Volume considerations, how- 
in parts of Europe are such as to 
d the services of a commission- 
while both volume and quality 
nsiderations in the Orient demand the 
ise of the domestic import merchant. 
In general, the importing organization 
| be sufficiently elastic and flexible 
so that the store will be able to take 
lvantage of any favorable condition 
regard to price, quality, or source of 


Branch Buying Office 


Obviously, the establishment of 
ofices abroad constitutes the 

st direct and satisfactory means of 
hiling the needs for foreign merchan- 
lise. The outstanding advantages of 
organization acquainted with the 
ies and needs of the store, serving 

t store alone, directly under control, 
representing the interests of the 
store in foreign markets, are apparent. 
As a result, department stores, with 
sales or foreign merchandise totaling 
several millions of dollars per annum, 
have established branch offices abroad. 
Che organization of these offices differs 


] 


ohele, 
slightly between stores, but the one to 


Ch ie 
¢ described is typical. 


Offices are located in Paris, London, 


Berlin, and Belfast, and each office has 
specific territory to serve. In addition, 
buying agents are retained in Florence 
and Vienna. Headquarters are in Paris, 
where a vice-president of the store re- 
sides and controls all foreign offices. 
These offices are all organized along 
similar lines, but they are incorporated 
separately in the individual countries to 
avoid taxation by some countries on the 
total business done by the entire store. 
A managing director is in charge of 
each, with activities divided into three 
main divisions: merchandise, manage- 
ment, and accounting and finance. 

The buyers in each office scout the 
market for new merchandise, establish 
direct contacts with manufacturers, and 
collect samples which are sent to the 
United States for inspection by buyers. 
The offices are not allowed to order 
merchandise; they merely execute orders 
which are sent from the store or which 
are specified by buyers on their Euro- 
pean trips. However, they constantly 
watch the European market for any 
changes or marked trends in styles and 
production, promptly informing the 
home office of such changes. The itin- 
eraries and details of trips for buyers 
coming from the United States are 
arranged, the resident buyers traveling 
with them to the sources of supply which 
they have discovered and established. 

After the merchandise has been pur- 
chased, it is sent to the foreign office in 
charge of the territory in which the pur- 
chase was made. There, invoices of the 
manufacturer are checked carefully 
against the actual merchandise, which is 
then repacked and shipped to the 
United States. In cases where relations 


with a manufacturer have been very 
satisfactory, he is permitted to send 
goods directly to the store instead of 
sending them to the foreign office for 
reshipment. 


Forwarding agents are re- 
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tained, since it has proved more satis- 
factory to use these specialists than to 
attend to all the details of forwarding. 

After inspection and checking, the in- 
voice is ready for payment. Each 
foreign office has a fund of its own, 
frequently replenished, from which pay- 
ment is made to the producer in his own 
currency. Costs of the 
figured as of the date of purchase, and 
are translated into American dollars ac- 
cording to the exchange value of the 
dollar at that time. In this way, landed 
costs can be determined definitely. 

The branch buying office serves the 
large department store well in giving it 


> 


goods are 


continual market representation. Ac- 
tivities have often been carried further 
to actual cooperation with the manufac- 
turer in setting the standards to which 
the product must conform in order to 
vhich 

Ex- 


clusive merchandise of the latest style 


meet the needs of the clientele 


the store is attempting to serve. 


and of good quality is assured. 
The 


free from disagreement with others as 


store with foreign branches is 
to division of expense, amount of service 
rendered, figures to be exchanged, and 
policies to be adopted, but the scheme 
does nothing to give one store the benefit 
of the purchasing power and experience 
does not increase bar- 
Such an office is admir- 


of others. It 
gaining power. 
able for the largest stores, which alone 
can command the lowest prices and the 
favorable treatment in foreign 
markets, but it is entirely too expensive 
Cost is excessive in 
proportion to the limited territory 
covered. Many offices are needed to 
reach foreign sources, and the volume 
of business, in the majority of cases, is 
not constant enough to permit econom- 
ical operation on an all-year basis. With 
such conditions, it is to be expected that 
the number of department stores able 


most 


for most stores. 








to maintain even a few foreign branches 
will be strictly limited. 


The Foreign Commissionnaire 


In view, on the one hand, of the ey. 
pense of branch offices, and on the other 
hand, of the need for direct contact with 
foreign sources, buying through com. 
missionnaires has been prevalent. <A 
commissionnaire is a_ foreign buying 
agent, who maintains offices in several 
leading buying centers abroad and who 
in those centers acts as the purchasing 
agent for American department stores 
Often several commissionnaires are em- 
ployed by an individual store in order 
to cover adequately possible sources 
of supply. Also, the commissionaire 
serves a number of stores. 

The commissionnaire keeps in touch 
with sources for merchandise, advises 
buyers concerning the location, extent, 
quality, and types of goods purchasable 
at these sources, and introduces Amer- 
ican buyers to foreign manufacturers. 
He provides interpreters and gives ad- 
vice on style trends, prices, and methods 
of shipping. 

The commissionnaire frequently sends 
samples of merchandise to the stores 
served. Although it is impossible fo 
European firms of this character to 
know precisely the kinds of merchandise 
sold most advantageously in American 
stores, they are able, through the visits 
of buyers and correspondence with 
them, to form some idea of the char- 
acter of the prevailing demand and to 
select samples accordingly. Usually all 
samples have to be kept, since nothing 
purchased through commissionnaires 
can be returned. An unfortunate choice 
of samples is, therefore, a financial loss 
to the department store. 


- 


to the 
After purchases have been made, tht 
commissionnaire follows up the orders 








sis 














nsure their proper filling and gives 


-4] supervisory attention to matters 
ing to the shipment of the mer- 
lise. He assembles it at one place, 


cks it, and reships it, in order to 


nt the accumulation of heavy 
harges on many small ship- 


( rg 
from. different manutacturers. 
ommissionnaire pays the manufac- 


; through a clean letter of credit 


ished by the store in his favor. 


majority of cases, the commis- 

re receives a flat annual fee or 
for his services. [The fee must 
whether purchases are large or 
1d whether or not the store sup- 
rt of its needs through other 
es. In addition to this amount, 
rh his letter of credit the commis- 
receives payment for all ex- 


es which he incurs in the service of 


partment store. These expenses 


le ofice supplies for the use of the 


to freight forwarders and 
freight charges which he has paid, 
of cases and packages, and travel- 
ises when incurred in the ser- 
store. Under these circum- 


es, buying expenses have often 


g 
unduly high. Conséquently, the 
is gaining favor of paying a 


te percentage of the total amount 


goods purchased. Buying ex- 


then are lower and bear a fairly 


te relationship to the value of the 


spite the difficulties involved in the 


d of payment, the commission- 
on the whole, attends efficiently 
details of securing and forward- 


rchandise. He capitalizes what- 
1 


nerit there is in the possession of 


point of view. Through a 


sit } 


of the merchandise and the 


ge, and through experience with 
evailing business customs and 


le possesses superior bargain- 
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ing ability in dealing with his country- 
men on behalf of foreign clients. 

At times, however, criticisms of the 
activities of the commissionnaire have 
been expressed. While the possession 
of the foreign point of view is helpful, 
it seems probable that the lack of appre- 
ciation of the American point of view is 
in many ways a handicap to long-con- 
tinued successful relations. Efforts to 
surmount this obstacle have been made 
in bringing representatives of the com- 
missionnaire to the United States occa- 
sionally for visits; however, the ac- 
quired point of view is soon lost, and the 
practice merely results in materially in- 
creased buying expenses. 

A more successful approach to this 
problem has been the establishment of 
the department-store purchasing agency. 
In essentials, the latter differs in no way 
from the commissionnaire, except that 
it is an American organization with 
headquarters in the United States. 
Carefully-trained native buyers and an 
American management combine the ad- 
vantages of the foreign and the Amer- 
ican points of view, an arrangement 
conducive to successful relationships 
with foreign sources. 

Then, too, it is said that, since the 
commissionnaire has several or even 
many clients and since his interests and 
allegiance are therefore divided, large 
customers sometimes have been given 
preferential treatment, as in shipments 
of style merchandise and prompt atten- 
tion to reorders. By demanding prefer- 
ential treatment far out of proportion 
to the importance of the volume of their 
purchases, large customers may influence 
the commissionnaire, who naturally de- 
sires to preserve a large share of his 
business. Without the knowledge of 
the store, it is possible for him to receive 
commissions from manufacturers for 
orders placed with them. As a result, 














212 HARVARD BUSINESS REVIEW 


his recommendations to buyers may be 
biased. Furthermore, the opportunity 
is present to exploit the ability of an 
American buyer by turning over to 
other customers style discoveries in- 
tended for the benefit of one store. The 
danger of competition from _ other 
stores, as a result of such exploitation, 
is rather small, however, since the com- 
missionnaire usually acts for only one 
store in a given community. ' Neverthe- 
less, it suggests the general danger that 
exists in the lack of control by the store 
over the important functions performed 
by the commissionnaire. 

The commissionnaire has served as a 
ready and quite generally effective 
agency in meeting the need for direct 
importing by department stores, and the 
services of an agency of this character 
have been profitably employed by a 
large number of stores. Just as with 
any agency or representative, success is 
determined by the degree of care with 
which it is chosen. A careful choice 
largely eliminates, for a given store, 
many of the criticisms to which the com- 
missionnaire has been subjected. How- 
ever, with the changing conditions in 
the United States, as well as the increase 
in the size of department stores and in 
the volume of foreign purchases, a new 
development has become increasingly 
important since the war. 


Cooperative Buying Associations 


A significant growth in the field of 
direct importing has been the coopera- 
tive buying association. When the end 
of the war made it possible for Amer- 
ican department stores to place orders 
in Europe again, great difficulties were 
encountered by buyers who visited Eng- 
land and the Continent for the purpose 
of opening anew the trade connections 
that had been disrupted. Shortages of 


raw materials were so great and the de. 
mands of their local customers so ip. 
sistent that many manufacturers, who 
had formerly been glad to get orders 
from the United States, were forced to 
decline them. This state of affairs, com- 
bined with the inadequacy of the com- 
missionnaire at that time, made ap- 
parent the need for branch offices in 
Europe. As indicated previously, very 
few stores can afford the luxury of their 
own branches; consequently, coopera- 
tion has been attempted by several 
prominent department stores. 

The cooperative association must be 
distinguished from centralized buying by 
consolidated department stores. In the 
cooperative association, the member 
stores cooperate to facilitate purchas- 
ing, but the choice of merchandise re- 
mains in the hands of the buyers of each 
store. In centralized buying by con- 
solidated department stores, no such 
freedom of choice is reserved to the 
buyers for individual stores. Merchan- 
dise is purchased centrally, and the 
choice of the buyer of the individual 
store is limited within the range of mer- 
chandise so purchased. 

Centralized buying is now being at- 
tempted, but the movement has not 
progressed far. Financial consolida- 
tions are more common. However, 
financial consolidation does not involve 
consolidated buying, because in the 
majority of cases the buyers of each 
store still determine the merchandise to 
be purchased. As long as this freedom 
of choice remains to each store, any 
agreements between the members of a 
financially consolidated group to facili- 
tate purchasing constitute essentially co- 
operative buying. 

In the cooperative plans of purchas- 
ing thus far established, two leading 
forms of organization are apparent. In 
one case, several department stores 





in the incorporation of a subsid- 
foreign buying company. Since 


de- 


in- 





sho anticipated relative volume of 
ers on purchases and the expenses of 
to ‘peration are borne in the same propor- 
m- n. the stock is distributed among the 
m- stores In proportion to a speci- 
ap- base. In return for an annual fee, 
in buying company serves as commis- 
ery naire for several smaller client 
eir tores as well as for the owner stores. 
ra- ese client stores are usually consoli- 
ral d financially with one or the other 
the owner stores and thus are en- 
be uraged to use the buying company. 
by However, there is no central or consoli- 
he lated buying, for each store exercises 
yer omplete freedom in the selection and 
as- rchase of goods. 

re- Although the members of the pur- 
ich asing association are stores of differ- 
on- t sizes selling different types of mer- 
ich ndise, theoretically their interests 
rhe equally well served, because pur- 
an- ises are made by the stores individ- 
rhe ily, the buyers from one store func- 
ial ning independently of the buyers 
er: ‘om other stores. The buying com- 
only directs and facilitates the 
ate foreign buying activities of each store 
rot ved. In this connection, the routing 
ja- \merican buyers is one of the most 

er, portant functions performed. 
lve lhe operations of the subsidiary are 
the ghly centralized. The chief foreign 
ich , usually Paris, under a president in 
to ‘ge of all activities, is the central 
om ting head of the whole organiza- 
ny assuming the functions of adminis- 
fa in, finance, accounting, and control. 
ili- {he remaining offices are supervised by 
cO- e-president, or chief buyer, under 
om there is a group of assistant 

as- rs. 

ing In the second form of organization, 


In reign purchasing constitutes merely 
of the activities of a domestic asso- 
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ciation for cooperative buying, research, 
or other purposes. Here the member 
stores more nearly approximate each 
other in size and clientele served, so 
that difficulties arising over differences 
in these respects are removed. Never- 
theless, the buyers of each store function 
independently in selecting foreign mer- 
chandise. 

The organization being primarily 
domestic, operations are of course 
supervised from New York, but each 
ofice performs for itself the functions 
of administration, finance, accounting, 
and control. Activities center in the 
chief buyer and his assistants. In both 
cases, offices are maintained in the chief 
buying centers of Europe, among the 
most important of which are Paris, Lon- 
don, Berlin, Brussels, Florence, Lyons, 
and Frankfort. 

Each assistant buyer has a line of six 
or more similar articles, with the sources 
of which he is thoroughly familiar in his 
territory, and his main function is to 
direct buyers, who come from the 
United States, to the most advantageous 
sources. No direct purchasing is done 
without order; occasionally cable quo- 
tations are submitted and orders filled 
by direction from the United States. 
For the most part, the sources used are 
small manufacturers, the most 
satisfactory results in style and novelty 
goods are obtained by going directly to 
the producer. The selection of sources 
is not affected by the interests of the as- 
sistant buyers, because their remunera- 
tion is not derived from commissions. 
To insure maximum efficiency, members 
of the foreign resident staff visit the 
American stores frequently enough to 
make personal contacts, study local sell- 
ing problems, analyze the customer’s 
point of view, learn what the stores 
want, and return to Europe filled with 
fresh enthusiasm and able to interpret 


since 
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requirements clearly to manufacturers. 

The procedure of purchasing is stand- 
ardized, including besides the inspection 
and purchase of goods, the routine pro- 
cedure of providing adequate records 
for checking, shipping, payment, and 
other purposes.* In general, the mer- 
chandise is packed at its point of origin 
and shipped direct to the seaport. When 
consolidation of shipments is advisable 
and possible, the purchases are shipped 
to one of the offices, and during the 
packing for transatlantic shipment, 
there is an opportunity for inspection. 
The latter covers no more than the out- 
standing features of the goods. Where 
technical examination is required, a com- 
petent person is engaged to make such 
inspection. The cost of any technical 
inspection, either at the branch or at the 
factory, is charged to the store demand- 
ing it. Merchandise payments, in the 
currency of the producer, are effected 
through the head office in a buying com- 
pany or, in the second type of organiza- 
tion, through the office of the territory 
in which the purchase was made. Each 
store arranges to honor drafts of the 
foreign offices up to a specified amount. 

A sampling service generally is main- 
tained. Each store wishing the service 
designates the merchandise to be 
sampled and the amount to which the 


® Each office maintains a record of the markets 
which it serves and of the producers of the various 
lines of merchandise within its district. This record 
is in the form of a card-index directory, sub- 
divided according to the kinds of merchandise, 
giving the names and addresses, with particuiars 
and the results of every investigation made, of 
every supplier known, and showing the comments 
of the various buyers as well as information de- 
rived from other sources. In addition, these direc- 
tory cards show the amount of each purchase and 
by whom it was made. Finally, they bear a 
record of the delivery promised, the actual per- 
formance, and a memorandum of the final report 
from the American store as to condition of the 
goods on arrival, transit time, and other pertinent 
factors in securing prompt delivery and service. 


foreign offices will be permitted to byy 
samples on its behalf. To give the 
necessary cooperation in this service, the 
receipt of all samples must be acknowl. 
edged by the stores, and this acknowl. 
edgment must include criticism of the 
merchandise. If the samples do not 
meet with approval, it is essential that 
the reasons for rejection be fully stated 
as a guide for foreign offices in satisfy. 
ing the individual needs of the store in 
future transactions. Though this service 
has been developed carefully, it does 
not, because of differences in personal 
judgment, always function as it should. 

Moreover, certain associations pro- 
vide additional subsidiary services. To 
keep the stores informed concerning 
general market conditions, each office 
submits monthly reports on_ price 
changes, wage rates, raw-material costs, 
discoveries of new merchandise, and new 
sources. General financial and political 
conditions are mentioned in so far as 
they seem to affect trade. Paris style 
letters are sent twice a month to each 
store; these letters are frequently rather 
elaborate affairs, being illustrated and 
carrying samples of new colors and 
materials. 

Confidential investigations are con- 
ducted for members to the extent that 
the foreign offices can perform the task. 
Should the assignment fail to come 
within the scope of their work, it is dele- 
gated, with the member’s consent and at 
his expense, to the best agency available. 


Advantages of a Cooperative Buying 
Association 


The value of a cooperative associa- 
tion is evident from its functions and 
methods of operation. Records of mar- 
kets are maintained in European buying 
centers, giving data upon the sources of 


merchandise and the extent to which 
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ssful dealings have occurred in the 
[he experience of buyers from 
stores served, as well as informa- 
hered from other sources, is re- 
n one place and furnishes a 
basis for comparison. 
mation is gathered periodically 
¢ general market and business 
ns in the lines affected by de- 
t-store purchasing. Since one 
offices is located in Paris, detailed 
ithoritative reports on new devel- 
in women’s style apparel are 
|. Samples are sent in specific 
of merchandise to facilitate the 
g of order a minimum of ex- 
» the Each 
nefits from the wide experience 
rganization in dealing with many 
es. The latter has specialized 
ge in the matter of discount 
s, promptness in delivery, and re- 
lity in fulfilling the specifications of 


S at 


American stores. 


8) 


( i¢ 


A general inspection of goods is pos- 


Special inspec- 
at a expense is obtained 
re goods leave their place of manu- 
reshipment. When_ so 


store's 


ure or 


rected, foreign offices place insurance 


cover a shipment. In addition, re- 
is undertaken for an American 
either by representatives of the 

ig association or by the best avail- 
outside agency. Furthermore, such 
irganization renders many incidental 


rvices to visiting buyers, particularly 


xperienced buyers, in making pur- 

s as quickly and as efficiently as 
\ cooperative buying association 
sa large percentage of the overhead 
would otherwise be 
red to meet in carrying on direct 
foreign markets and 
s foreign connections for stores un- 
There are 


h each store 


lasing in 


~ 


+ 


to attord offices abroad. 
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Savings in the expenses of the offices 
and in the special services rendered. 
Ordinarily, only stores in different cities 
combine their foreign buying interests 
in this way, so that they are not in direct 
competition with one another. Cooper- 
ation is especially effective when the 
type of merchandise and service re- 
quired and the class of customers of the 
member stores are not too diverse. Co- 
operation, too, prevents excessive com- 
petition among the stores for the avail- 
able supply of goods in a given market. 
Furthermore, this type of institution 
lends itself to combination with the use 
of commissionnaires, whose services in 
other markets supplement without in 
any sense limiting those of the purchas- 
ing agency in markets sufhiciently concen- 
trated to warrant the maintenance of 
established offices. 

American department stores profit 
from unusual opportunities, such as an 
occasional excess production of goods in 
a certain center. Through complete and 
intimate knowledge of the sources and 
conditions of production, each year pur- 
chases are timed most advantageously 
and peculiar needs met most effectively. 
These needs are served, moreover, by 
the direct relationship between the store 
and the manufacturer, a_ relationship 
which enables the store to secure strict 
adherence to its specifications. 

The resident assistant buyers are well 
received by foreign manufacturers, since 
the latter realize that each buyer, within 
limits, directs the foreign buying of an 
association whose foreign purchasing 
power totals several millions of dollars. 
As well as insuring satisfactory service, 
this arrangement eliminates such abuses 
as multiple commissions, which have 
handicapped European buying and dis- 
couraged the development of foreign 
sources. 

The advantages of better control over 
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operations must not be overlooked. The 
lack of control over the activities of the 
commissionnaire is criticized as a danger 
that may prevent economical and effec- 
tive foreign purchasing through that 
agency. Here, the member store has a 
direct voice in management and in the 
policies pursued. It has a foreign or- 
ganization with training in American 
business methods and with an American 
point of view, both highly advantageous 
factors in enabling the store to provide 
goods to meet the customer’s needs. 


Disadvantages of a Cooperative Buying 
Association 


The value of a cooperative associa- 
tion depends on the extent to which it 
serves the requirements of all stores 
associated with it. Under normal cir- 
cumstances, with all stores equally well 
served, the annual volume of purchases 
for each store will presumably follow 
the same general trend from year to 
year as the purchases for the whole asso- 
ciation. Studies based on the statistics 
of the associations, however, have re- 
vealed that whereas the purchases of the 
large stores remain at high levels or in- 
crease materially, the purchases of the 
small stores decline relatively and often 
absolutely. The sharp divergence ap- 
pearing between the use of the buying 
association by the large and the small 
stores indicates that their interests are 
not being equally well served. Even 
with large stores, the relative volume of 
purchases varies widely from year to 
year. 

The expenses of maintenance are sel- 
dom borne in exact proportion to the 
services rendered each store by the asso- 
ciation. This fact is inevitable, since a 
flat annual charge is applied to each of 
several stores with different volumes of 
foreign purchases. A_ predetermined 
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ratio by which deficiencies at the close 
of the year will be met is also inevitable. 
unless, perhaps, the distribution occurs 
on the basis of ownership as in the syb. 
sidiary company. ‘The share of owner. 
ship, however, may not be in proportion 
to the services received from the buying 
association. 

Settlement on the basis of each store's 
value of foreign purchases contains an 
element of unfairness, although it js 
probably the most practicable method 
that attempts to be equally just to all 
members. It fails to consider that a cer. 
tain volume of purchases by one store is 
easily more valuable to that store than 
the same volume of purchases by an. 
other store. There often is a far larger 
proportion of high-margin goods in the 
first instance, so that the net profit real. 
ized on imported merchandise is far 
greater than in the second instance. 
This danger is minimized among stores 
selling comparable merchandise of the 
same approximate volume per year, 
since they will ordinarily buy rouglily 
equivalent proportions of high-margin 
and medium-margin goods. On the 
other hand, the members of existing 
associations do not sell comparable mer- 
chandise of the same approximate vol- 
ume, and the difficulty indicated is en- 
countered. 

As noted above, the services of the 
association are available to certain client 
stores upon the payment of an annual 
fee. Purchases up to ten times the fee 
are permitted; for purchases beyond this 
limit, a commission is charged. Aside 
from the question of whether the pur- 
chasing limits are in proportion to the 
probable buying requirements of the 
client stores in Europe, obviously no 
store is profiting by the arrangement 
unless its purchases considerably exceed 
the annual fee. The same problem is 
faced in the payment of the commissior- 
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If the fee equals or exceeds the 
ases made, it would seem that 
-ces are inevitable; in fact, this is the 

with most of the stores using 

rhe services of the association in this 
‘ y. In these cases, however, the ad- 
s of direct representation 
apparently compensate for the 
involved, and, doubtless, by no 
1re comparable foreign 

ections to be obtained at so low a 
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me 


A further weakness is inherent in the 
principle of association itself. Several 
lepartment stores from separate, non- 
mpeting areas have wide divergencies 

e character of the clientele, in the 

size of foreign purchases, and in the gen- 
| grades of merchandise sold. They 

ve found it impossible to have their 
requirements adequately filled through 
purchases on cable authorizations. The 
assistant buyers can quote prices, give 
ulars by cable, and attend to the 
shipment of the goods, but they cannot 


buy the exact merchandise desired by 


the stores with whose org? sizations they 


ire but distantly acquamy 4. Orders 
have been placed on the basis of samples 

previous orders filled by the same 
“similar” merchan- 


tended. 


ae if all the associated stores were 
nparable so that their purchases were 
neral of the same sort, it would still 
impossible for European buyers to 

'l orders or recommend sources for dif- 


ferent stores with equally satisfactory 


sults. Department stores are clearly 
lentified with a given community, and, 
‘elation to the needs of their custom- 
rs, assume a “personality”. The re- 
int feeling of marked individuality 
ents the merchandise stocked by two 


stores of the same type from being iden- 
tical. As a result, cooperative buying 
will probably not supplant the periodic 
trips of buyers to foreign markets. Only 
by sending buyers into foreign markets, 
with a thorough knowledge of the needs 
of a given establishment, are the best 
results obtained. 

Incidentally, there is danger that a 
smaller store may be neglected by the 
purchasing agency because of the atten- 
tion given to or demanded by larger and 
more important members, but the dan- 
ger of neglect, as has already been 
shown, is far greater in the case of a 
commissionnaire having other clients to 
serve and operating primarily for his 
own interest. Since the stores usually 
are not competitive, there is little weight 
to the objection that other stores secure 
advantages from exploiting the ability 
of the buyers of a given member store. 

In brief, the study of the operations 
of cooperative buying organizations 
seems to show that through the direc- 
tion and facilitation of the foreign buy- 
ing of members of the association econ- 
omies in purchasing foreign merchandise 
are realized, that time and money are 
conserved, and that the priceless in- 
gredient of all good buying—contact 
with and experience in the markets—is 
provided. It is to be recognized, how- 
ever, that this development in the meth- 
ods of direct importing by department 
stores is still in an experimental stage. 
Success seems predicated on certain 
fundamental considerations: the coop- 
eration of stores of comparable size, 
clientele, and needs, and with a sufficient 
volume of purchases in markets sufh- 
ciently concentrated in area to warrant 
the expense of an office or branch. Such 
markets are found in northwestern and 
central Europe, an area which supplies 
the major portion of the goods imported 
into the United States by department 





218 HARVARD BUSINESS REVIEW 


stores, as contrasted with the scattered 
markets of the Far East. 


Group Buying 


A recent refinement of cooperative 
purchasing has been group buying. With 
group buying, efforts are made to have 
buyers of similar lines for the various 
stores travel together, thereby obtaining 
more satisfactory merchandise and 
greater purchasing power through com- 
bined orders. One buyer may purchase 
goods for several stores. 

In one such plan the stores are in- 
formed concerning the goods on which 
there are plans for group buying. The 
groups and the probable sailing date of 
each are set forth; the itinerary ts out- 
The stores report the groups in 
This infor- 


lined. 
which they are interested. 
mation is compiled, and a report is sent 
to each store, designating the buyers 
who will sail with the group, those who 
will travel alone, and those who will 
give an “open to buy’. A buyers’ meet- 
ing is held before sailing, at which those 
going abroad confer, and those giving 
an “open-to-buy”’ appropriation present 
detailed instructions as to its use. 
Beneath the idea of group buying lies 
the theory that, in view of the uncer- 
tainties and difficulties of dealing in style 
goods, the consensus of opinion of a 
group of buyers is usually a safer guide 
than the independent opinions of most 
of the members of the group. The 
stores are protected against the mistakes 
of individual buyers. At times the mer- 
chandise is not so satisfactory as that 
which the most skilled buyers would 
have selected but, on the average, it is 
considered better than the selection 
which an individual buyer would have 


made. The plan does not decrease buy- 


ing expense, but the advantage in com- 
bined judgment of buyers means less risk 


on merchandise and fewer mark-downs. 

Certain general considerations seem 
to weigh against wide-spread application 
of group buying, at least at present, 
The aggregate purchasing power of de. 
partment stores is large, but when scat. 
tered over many selling departments, jt 
is not materially greater than the pur. 
chasing power of many small unit stores. 
Group buying permits effective use of 
large purchasing power for particular 
departments. 

On the other hand, quantity purchases 
in foreign markets do not bring the 
price concessions to which the domestic 
market is accustomed. In fact, the con- 
trary is true. Europe is not extensivel; 
organized industrially for mass produc- 
tion. Large orders force prices up both 
because the capacity to enlarge produc- 
tion is lacking and because the manufac. 
turer is unwilling to enlarge his produc- 
tion beyond that which has been custom- 
ary in the past. The required output is 
often difficult to secure, and 
manufacturers must be used. Price say- 
ings, therefore, are not so conspicuous 
as in domestic buying. 

As indicated previously, the require- 
ments of particular localities and of in- 
dividual stores differ to such an extent 
that the independent judgment of indi- 
vidual buyers is indispensable in the 
purchase of merchandise. Under the 
group-purchase plan, even though al! 
buyers concerned have a voice in the 
matter, occasionally there is likely to be 
a small minority of buyers who will ac- 
cept merchandise against their own bet- 
ter judgment because of a reluctance to 
stand in the way of a purchase consid- 
ered advantageous by the majority. I! 


several 


any buyers in the group are not con- 


vinced of the merits of the merchandise 
purchased, it is reasonable to expect that 


such merchandise will not sell readily in 
their departments. 


grou 


rroul 
gr uj 


futur 


modi 





numerous buyers believe 
mportance is diminished by 
o. They realize that, if 
g in all or many lines be- 
nmon practice, the existing 
rtment-store organization 
tless be altered substantially. 
1 at present fails to com- 
whole-hearted support of in- 
rs. They fail to cooperate 
the orders are not placed 
tion of all concerned. The 
mental qualities of buyers, the 
lement, will always be a factor 
itest importance. 

lisadvantages of group buying 
danger of conflict of mer- 
so purchased with other lines 
the restrictions placed on free- 
king price changes, and the 
that the selling appeal for 
rchandise will be placed pri- 
| price, to the detriment of any 
hich the store wishes to ac- 
the basis of quality of goods 

nd service rendered. 
Group buying has proved successful 
cases where approximate equal- 
of stores and similar needs in 
similar clienteles have brought 
strong community of interest. 
ons of such stores are ex- 
dificult to find. Thus, at pres- 
portant considerations stand in 
of success for group buying, but 
progress and adaptations may 
department-store purchasing in 


1 
marKkefgts. 


ial Organization for Foreign 
Purchasing 


‘nal organization for foreign 





ng may be centralized or decen- 
But whichever type of organi- 
‘ selected, it must be extremely 
order to permit effective capi- 
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talization of any circumstances which 
may arise. 

Some stores, with emphasis upon the 
idea of centralization, have a separate 
import department or, as it is usually 
called, a ‘‘foreign department’. Such 
a department may superintend all the 
details of foreign buying, supervise buy- 
ers’ trips, bring in the goods through the 
customs, keep records of all imported 
merchandise in the store, arrange for 
payments, and carry on related activi- 
ties. In short, it serves as a connecting 
link between the store and such direct 
foreign purchasing media as are em- 
ployed. The actual purchasing, how- 
ever, is a function of the merchandise 
departments. 

In some cases, the foreign department 
functions as a middleman for the store, 
receiving the imported goods, computing 
landed costs in dollars, and billing the 
goods to the merchandise departments 
of the store. In such cases, the depart- 
ment is expected to show a profit on its 
business. There has been a tendency to 
give up this idea, and now most of the 
foreign departments are purely adminis- 
trative and accounting departments. 

However, many stores have come to 
realize that foreign merchandise difters 
from domestic merchandise only in 
source of purchase. Foreign purchases 
are warranted only if the store obtains 
lower prices, better quality, or more dis- 
tinctive styles than in the domestic mar- 
ket. Asa result, these stores have no 
separate foreign, or import, depart- 
ment, and the established functional 
divisions perform, with respect to for- 
eign merchandise, each of the services 
for which they are organized. 

In one instance, a separate foreign 
office is still maintained. The present 
organization of this office 1s centralized 
to the extent that all the work is done in 
one place. However, the actual ad- 
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ministration is not in the hands of the 
foreign office as such, but under the 
functionalized divisions. Each one of 
these divisions has a special unit or sec- 
tion which handles foreign goods only. 
The merchandise division maintains 
sample rooms in the foreign office and 
regulates all the merchandising activi- 
ties. The financial division handles all 
questions of exchange, foreign payment, 
and the entry of goods. ‘The manage- 
ment division controls the service func- 
tions, such as personnel and the marking 
and delivery of the goods to the store’s 
several merchandise departments. Nev- 
ertheless, there are in the personnel 
those competent to handle special tech- 
nical details of importing, for example, 
the custom-house clerk. 

Although decentralization according 
to functions seems to be the trend, the 
final decision on the issue of centraliza- 
tion versus decentralization hinges on 
the least costly and most satisfactory 
way to meet the needs of a given store. 
Centralization makes possible greater 
speed and accuracy; necessary action can 
be taken without delay. All informa- 
tion concerning each purchase, from the 
preliminary budget made up before the 
buyer goes abroad to the final sales 
record, is located in one place. One 
man is responsible for all transactions 
until the merchandise is placed on sale 
in the store; whereas, under the decen- 
tralized plan, responsibility rests in 
several places. 

Then too, where the foreign office 
manager has some control over foreign 
merchandise, he has greater interest in 
pushing sales than have men with less 
authority in the foreign sections of the 
decentralized system. In the example 
of decentralization given above, it was 
suggested that the foreign office be elim- 
inated entirely and the work performed 
in the divisions rather than in one place. 
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Because of the necessity of having som 
responsible person keep in touch with 
the offices and representatives abroad 
and correlate their work with the need 
of the store, this plan was not consid. 
ered feasible. These objectives are bes 
accomplished by having an office with 
a manager in charge. Moreover. 
smoother operation seems possible 
where all the details are administered jy 
one office, although the actual super- 
vision is exercised by functional heads. 

Under the decentralized plan, the 
store is able to apply to its foreign 
transactions the advantages of its func. 
tional form of organization. Specialists 
control the plans and policies concerning 
foreign as well as domestic merchandise. 
Independent action by the three divi- 
sions gives a check upon each, a check 
impossible under centralization. With 
this distribution of labor each division is 
responsible for a different task, which is 
done more thoroughly than if adminis. 
trative control is centered in one place. 


Conclusion 


In meeting the need for direct im- 
porting, the use of foreign cooperative- 
buying methods seems to offer American 
department stores of medium and large 
size certain advantages that are not se- 
cured so readily and to the same degree 
by other agencies. The chief difficulty 
in maintaining a branch office is the 
excessive cost in proportion to the lim- 
ited territory covered. Many such 
offices are needed, and the volume of 
business for any one store usually is not 
constant enough to permit economical 
operation on an all-year basis. Only 
stores with a large volume of foreign 
purchases are able to maintain even 3 
limited number of branches. 

The foreign commissionnaire attends 
to the details of selecting and forward- 
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erchandise and supplies goods 
ch with [¥é-om widely-scattered sources. Many 
-tment stores have had a satisfac- 
xperience with this method, par- 
-icularly where the commissionnaire has 
best MP heen carefully selected, thereby remov- 
he many of the criticisms to which this 
reover rency has been subjected. However, 
hese services are utilized without 
¢ American buyers abroad, there 
that the most advantageous 
not be made.  Further- 
n m since the commissionnaire is an 
Oreign J independent agent, the individual store 
to advance its own interests 
effective control of his activi- 


r 
i 


heads. MB selection will 


» Ba eh 
5 Tune s unabie 


re 7 
LALLSTS thronao!} 
\ Vue 


dis. HF New buyers can travel with others of 
livi- I greater experience, but only at a dupli- 
check ition of expense. Group buying is one 
With J possibility and is well adapted to the 
urchase of goods for several 
A ‘able stores. However, foreign 
ninis- purchasing is primarily not of this type; 
store seeks the unique, the individ- 

ual goods for itself. The peculiar 
strength of cooperative buying, there- 

fore, lies in the fact that it is subordi- 

Im- nated entirely to the interests of the 
ber stores. It does not make prof- 
f it does, they are distributed to 
It has no secondary 


similar 


its. or 


irge the member stores. 


t se- motives behind its policies other than to 
gree serve the group of department stores 
ul represented. Any advantageous pur- 
| chases are for the benefit of the stores 
LI whose buyers are in the field. Foreign 
uch business conditions are studied con- 

stantly; special investigations are con- 

ducted inter- 


and services rendered by 
On the other hand, 

order to insure equal benefits, the ex- 
o1 penses of the buying association must be 
borne by the stores in proportion to the 
services rendered. Moreover, it is ex- 
tremely difficult for all the needs of indi- 
vidual stores to be filled satisfactorily 
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ested agents. 
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when their buyers are not in Europe. 

Future developments depend on fu- 
ture needs and trends in department- 
store retailing. Associations of depart- 
ment stores for various purposes have 
proved of some value, but only the be- 
ginnings of cooperation have been estab- 
lished. How far cooperation and coor- 
dination will be carried is a question of 
the future. At present, not every one 
agrees that the various phases of de- 
partment-store consolidation have 
proved their economic validity. How- 
ever, consolidation has tremendous ele- 
ments of strength, and the passage of 
time will probably eliminate its weak- 
nesses. Cognizance, too, is to be taken 
of the growth of the chain department 
store, with its centralized buying. 

At any rate, the development of 
greater centralization in buying seems 
inevitable. As buying associations, 
stores consolidated into corporations, 
and perhaps chain department stores 
increase their operating effectiveness and 
develop sources in foreign and domestic 
markets, the actual buying operation of 
the merchandising function will be 
drawn away from the individual stores 
toward the centralized buying office. 
But the attempt to centralize buying is 
a challenge to the present prerogatives 
of the buyer, who naturally resists the 
movement. The solution of this prob- 
lem involves education of the buyer, or 
his elimination, and since the solution 
may be a step toward greater economy 
in retailing, it constitutes one of the 
responsibilities of present and future 
management. 

Although a growing centralization in 
the buying activity of stores of consoli- 
dated ownership may reasonably be 
anticipated, there is some danger in pos- 
sible lack of permanence when the same 
procedure is followed by the individual 
members of a voluntary buying associa- 
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tion. The store which, as a member of 
the latter group, substitutes centralized 
buying activity for its independent buy- 
ing organization, may find itself, for 
one of many reasons, no longer a mem- 
ber of the group and therefore in a 
position requiring the rebuilding of its 
foreign representation. For this reason 
and because the pressure toward central- 
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ized buying in the voluntary group js 
apt to be less than in the well-operated 
consolidated company, centralized mar. 
ket activity will develop, and the econ. 
omy of operation resulting therefrom 
will accrue in greater measure to stores 
whose interests are common, not on) 
because of similarity and mutual adyap. 
tages but also because of financial ties. 


ee 


THE RELATIVE INVESTMENT VALUE OF HIGH-YIELD 
AND LOW-YIELD COMMON STOCKS'! 


RECENT analysis of the relative 

investment value of high-yield 
and low-yield common stocks over a 
long period of time indicates that the 
former, as a group, offer a greater net 
return from dividends and appreciation, 
than do the latter, both in periods of 
rising stock prices and in periods of fall- 
ing stock prices. The manner of select- 
ing and compiling the data makes the 
general conclusions drawn from the 
analysis worthy of examination. 

An investment fund was theoretically 
diversified among 30 high-yield stocks, 
including 10 industrials, 10 railroads, 
and 10 public utilities, and the results 
were compared with a like investment in 
30 low-yield common stocks diversified 
in a like manner. The periods of the 
study covered the 18 years of generally 
rising stock prices from 1909 to 1927, 
and the six years of generally sagging 
stock prices from 1909 to 1915. By 
grouping the stocks into industrials, 
rails, and utilities, the conclusions in re- 
gard to the entire group were checked 
and inferences about the income and ap- 
preciation on each of the three classes 


were drawn. 


Adapted from a thesis submitted by A. E. Borne- 
man in the course in Corporation Finance in the 
Harvard Graduate School of Business Administra- 


January, 1928. 


tion 


Methods of Analysis 


The starting point of the study was 
set at January, 1909, for several rea. 
sons. First, the stock market was stil] 
firm, and stock prices were even ris- 
ing slightly in the first part of 1909. The 
break in securities, which was to begin a 
six-year period of decline, did not start 
until the second half of 1909, although 
in January, 1910, the market was 
sharply declining. 

At this later time values would be 
somewhat unbalanced, a condition mili- 
tating against a representative picture 
in the computation of yields. Second, 
by selecting 1909 as a base year, a long 
period of 18 years of varying business 
conditions and generally rising stock 
prices could be included to show the rel- 
ative ability of high- and_ low-yield 
stocks to weather adverse times, as well 
as to capitalize on prosperity. Third, 


January was chosen in order to facili- 


tate the yearly computation of income 
on the securities. Finally, the year 1909 
could also be used as the starting point 
of a period of generally falling stock 
prices. From 1909 to the early part of 
1915, when the first stimulating effects 
of the European War were felt in the 
stock market, there was a six-year pt 
riod of steadily declining stock prices. 
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od, therefore, might show the 
jstics of the high- and low- 


ks ina period of falling stock 


ler to avoid the criticism which 
directed at studies of common 
great care was taken in the 
of selection. Every effort was 
pick stocks in such a way as to 
ng implicit weight to any one 
{to prevent “hindsight” from 


‘ 


rin. The study was restricted 

ree major types of investments, 

ls, railroads, and public utili- 

ion companies, mining stocks, 

k stocks were not included be- 

‘not typical of any of the 

roups and are likely to cause 

shting of the results. All 

1 stocks were also excluded. 

tion of the stocks no infor- 

s used that was not available 
ords published at that time. 


examination of the current data 


t in 1909 the number of in- 


nd public utilities regularly 


on the exchanges was surpris- 
11 ae 
ll. This fact made it necessary 
the basis of selection rather 


to take care of the limitations 


lata available. The stocks were, 


{ 
) 
; 


» selected from the lists in the 
and Financial Chronicle 


reet’s according to the fol- 


issincations: 


Stocks paying regular dividends 
Stocks quoted currently on the 
York Stock Exchange. If in- 
ent numbers were quoted on this 
ge, stocks paying regular divi- 


is in 1908 and quoted regularly 


itside exchanges were included in 


st. 
In the public utilities there were 


enough stocks paying regular 


Nv 
N 
wy 


dividends in 1908 and _ regularly 
traded in on the exchanges; hence, the 
remaining stocks were taken from 
those currently quoted on the curb 
market as having the largest net earn- 
ings during the three-year period pre- 


ceding 1909. 


The net result of this method of se- 
lecting the stocks was an enumeration of 
the most important dividend-paying in- 
dustrials, public utilities, and railroads, 
which were listed on the exchanges. 
Great difficulty, of course, was encoun- 
tered in the selection of the public utili- 
ties. It was only after an exhaustive 
search among all the public utilities cur- 
rently traded-in on the exchanges that 
22 regular dividend-paying utilities, ex- 
cluding traction companies, could be 
found. The three stocks selected from 
the curb, to make the necessary 25, were 
of the companies having the largest net 
earnings in the three years prior to 
1909. Thus, practically the largest 
public utilities in the country, which 
were currently quoted and which paid 
regular dividends in 1908, were in- 


cluded in the list. 
Preparation of Data 


From the outset it was apparent that, 
if the results of the study were to have 
any value at all, the stocks must be so 

1 be the 
basis of comparison. It was obvious, 
too, that standards of high and low 
yield would vary between industrials, 
utilities. lor ex- 


L 
arranged that yield alone woul 


railroads, and public 
ample, the median for the 25 industrials 
was 6.03%, that for the rails was 
4.52%, and that for the public utilities 
5.28%. Therefore, the stocks were ar- 
ranged in three groups of 25 each ac- 
cording to types and the median five 
eliminated. By this spread a differentia- 
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tion was made between the high- and The stocks finally selected for study spl 
low-yield stocks of each group. and their yield in 1909 were: clo 
sto 
Low YIELD HicH YIELD ti0 
INDUSTRIALS we 
American Radiator .. 3.00% Railway Steel Spring 4 ogni ae -.. 6.28% 
United Shoe Mach. ; 3.29 General Chemical ........... ‘oetnes ocean Mane q | 
Wells Fargo ... as BSS National Lead ..... ee re ee es 
U. S. Steel ; vs ORs Am. Locomotive .............. TTT 
Cambria Steel ‘io a oo Pe 
Pullman ..... vie eine <0 Am. Cotton Oil ..... putea wih pare 6.90 
General Electric prone e Saee Swat & CO sacs eee ee ee - 
wre ‘ ‘ ’ stil 
Distillers Sec. Pe 5-37 Mergenthaler Linotype ..... Tere 
Am. Sugar. Ref. weer amen Bate ... «2s. ccc cdiavesesesens BM j of 
Sloss-Sheff. St. ir ee Te Crex Carpet .. Se aS . an 
Average Yield . ‘ > -. 4.34 6.76 F cyc 
wha 19) 
RAILROADS 19! 
| os ral 
Reading Co ‘ ; waa tee Chic. Mil. and St. P.. ae oe ’ 
Chesapeake and O. wenuitiieets 1.75 PEPSORG  COMMURERE. oicis cs dc ot tw sieo0 0855 te p cor 
Del. L. and West. ae os. ae Lewteville and Madh.. .s..5..iciscvecsd veal nes 
Chicago and Alton - oe 266 Northern Pacific ..... 24. .020008% ibe <a cor 
Colorado and S. . sees 9 Atchison Top. and §&. Be... «2.20.60. 00.50, St ‘ce 
Central of N.J. . 3.42 Atlantic Coast Line.................. 5.04 25 
N.Y. Central . 3.45 Rel: aml Die. s oaks osc Secneeee . §.06 yee 
Chicago and N.W. ‘ io . 3.97 Southern Pacific ... pia ahaa eee ~ $89 s las 
Canadian Pac. . ee .. 3.98 Baltimore and Ohio eee 5.45 stit 
Soo Line . ‘a ~ Qe Cleveland Cin. & St. L. Pilg Sat . §.70 - 
Iverage Yield . 3.00 5.08 the 
oem oa tin 
bo 
PUBLIC UTILITIES ’ sio 
Pacific Coast Pwr. tse ee Cent. & So. Am. Tel..... 5.50 me 
Wash. (D. C.) Gas . 2.86 Commonwealth Edison ae ee . §.58 an 
Consolidated Gas . x ee Phila. Elect. Co...... = - $74 . 
Providence Gas . = tarine o Sreerone 4.06 People’s Gas L. Coke : ey OS AER 5.32 ’ uf 
Brooklyn Union ee ert 4.23 Laclede Gas ..... LE ane ls rei ae 6.10 the 
United Gas & Imp tue Ran ae 4.31 American Gas Co.... tee ee 6.19 » an 
Narragansett El. Co. .. 444 Kings County El. L. & P.... 2.2... -%: 6.25 sie 
Edison El. Ill. Co. er Am Tel. & Tei....... ae si > schon os ; 
United Ill. (Conn.) oot pemalee sens Qe Denver Gas & Elect. . . 6.32 S all 
Mass. Gas Cos. ae 4-99 Western Union .... - oe FGA > wh 
Average Yield.. ‘ o- 2+ 3-99 = in 
General Average . 3-78 5-9 
— ch 
shi 
After the stocks had been selected, treated as income. This included cash yie 
the methods of computing purchase dividends, whether regular or extra, and af 
price and subsequent income and appre-_ the cash value of all privileged subscrip- In 
ciation had to be determined. Purchase tions. Appreciation on the stocks was hig 
price was considered to be the closing determined by computing the market FF pr 
sales or asked price as of about January value of all shares held, including those 
8, 1909. All cash accretions were received through stock dividends and E 
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split-ups, at the sale or bid price at the 
-lose of the period. Then, to make all 
cks comparable, income and apprecia- 
' , the original price of the shares 
were day Seen on a percentage basis. 
High and Low-Yield Stocks During 
Rising Prices, 1909-1927 


The 18 years from 1909 to 1927 con- 
stituted a period in which the price trend 
of stocks was predominantly upward 
and in which there were two complete 
cycles of depression and recovery. In 
1909 the recovery from the panic of 
1g07 had reached its height. Money 
rates were low, down to about 3.5% on 
commercial paper in New York. Busi- 
ness activity was 10% above normal ac- 
cording to the Harvard Economic Serv- 

e “B” curve.2, Then followed a six- 
year decline in business activity which 
lasted until 1915. At that time the 
stimulating influence of the war started 

he expansion movement, which con- 
tinued with minor setbacks into the 
00m period of 1919-1920. The depres- 
sion which followed lasted until the sum- 
mer of 1921, when business again took 
upward turn. Since then it has moved 
upward, with only minor recessions, to 
the situation of 1927 of low money rates 
and record stock prices. Thus, the pe- 
riod 1909 to 1927 is one which contains 
all phases of the business cycle, but in 
which there is a marked upward trend 
in prices and business conditions. 

The results of the study of the 60 
chosen stocks during this period are 
shown in Table I. In general, the high- 
yield group by every comparison showed 
a greater total return on the stocks held. 
{n the comparison of all stocks, the 30 
high-yield stocks showed a greater ap- 
preciation as well as larger income dur- 


* Yanderblue, Homer B., Problems in Business 
MOMICS, p. 32. 
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ing the period. Although the total re- 
turn on the 10 high-yield industrials was 
greater than that on the low-yield 10, 
the latter showed larger appreciation. 
In the case of both railroads and public 
utilities, however, the high-yield group 
made the better showing from every 
point of view. 

The following conclusions are sug- 
gested by the comparison: 


1. All stocks: The net increase in 
value from all sources of a group of 
low-yield stocks tends to be less than 
that from a similar group of high- 
yield stocks. As shown in the table, 
the combined value of the high-yield 
stocks in 1927 was $31,614 as com- 
pared to $26,464 for the other group. 
This conclusion is quite different from 
the often-accepted theory that in the 
long run low-yield stocks are more 
profitable because the low yield repre- 
sents the market’s judgment of a bet- 
ter future. It is explainable, however, 
if it is considered that the low yield 
comes about because of additional 
safety and that the difference in yield 
really represents the cost of the ad- 
ditional insurance of safety for the 
principal. 

2. Separate Groups: These con- 
siderations, it is to be noted, are based 
on groups of only 10 stocks and are 
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Income on Average Appreciation} Average Average Total 
Original Original Annual On Original Annual Annual Value 
Investment | Investment Income Investment | Appreciation} Return 1927 
18 years |1909-1927 
Industrials 
10 High...... $10, 000 $15,357 8.54% $13,447 7-477 | 16.01% | $38, 804 
ne 10,000 12,342 6.85 15,526 8.63 15.48 37, 868 
Railroads 
ee 10,000 8,710 4.84 2,954 1.64 6.48 21, 664 
i 10,000 7,566 4.20 194 1.08 5.28 17, 760 
Public Utilities 
10 High...... 10,000 15,615 8.67 8,759 4.81 13.48 34,374 
IO LOW, ovexces 10,000 9,418 5.23 4,348 2.42 7.65 23, 766 
All Stor ks 
30 High 10,000 13,227 7.35 8, 387 4.66 12.01 31,614 
30 Low 10,000 9,775 5.42 6,689 3.73 9.14 26, 464 


























tter record of the high-yield stocks. 


a) Industrials: The diversified 
group of low-yield industrial com- 
mon stocks showed more apprecia- 
tion than a like investment in high- 
yield industrials, but the total re- 
turn on the latter group was 
greater. The average annual ap- 
preciation on the high-yield class 
was 7.47% and on the low-yield 
8.63%, while the total value in 
1927 was $38,804 for the former 
and $37,868 for the latter. In this 
connection, it is interesting to note 
that the slightly larger appreciation 
on the low-yield stocks was the only 
bit of evidence found, in the whole 
study, to support the belief that 
low-yield stocks offer greater long- 
pull possibilities. 

b) Public utilities: The high- 
yield group with a total value of 
$34,374 in 1927, showed a greater 
income and appreciation than the 
low-yield group, which was worth 
$23,766 at the end of the period. 
In this case the low-yield group was 
made up of well-established eastern 





companies, while many of the high- 
yield stocks were less-seasoned se- 
curities of middle-western cities. 

Here, too, the greater return may 

be said to be reward for greater 

risk. 

c) Railroads: In this instance, 
also, the high-yield group showed 
greater appreciation and income. 
The value of this type was $21,664 
in 1927 against $17,760 for the 
low-yield group. 

The results of the study of the 
three separate types, industrials, util- 
ities, and rails, then, are additional 
evidence in support of the conclusions 
shown by the combined groups. They 
too indicate that, in a period of rising 
prices, high-yield stocks show a better 
total return than low-yield stocks. 


High and Low-Yield Stocks During 
Falling Prices, 1909-1915 


Both stock prices and business activity 
showed declining tendencies in the pe 
riod from 1909 to 1915. The Dow- 
Jones index of industrial-stock prices 
moved slowly upward until November, 
1909, when the downward movement 
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began. By January, 1910, the market 
was falling off very rapidly, and the de- 
-line continued moderately until the first 
part of 1915. Business activity was at 
a low ebb, and at the time the European 
War broke out in August, 1914, the 
United States was in a genuine depres- 
sion. A study of high-yield and low-yield 
stocks during a period of this kind 
should give, therefore, a picture of what 
to expect from the two types under ad- 
verse conditions. 

The results of the study of the 60 
stocks in the period 1909-1915 are 
shown in Table II. There is very little 
difference in the decrease in value be- 
tween the two groups. The earnings 
from dividends, et cetera, however, of 
the high-yield group bring the total re- 
turn of that class well above that of the 
low-yield stocks. The fact of the better 
behavior of the high-yield stocks is again 
supported by the results from each of 
the separate classifications except the 
railroads. 

The following conclusions are sug- 
gested from the study of a theoretical 
investment of $10,000 in high-yield 
stocks in a period of falling prices as 
compared with a like investment in low- 
yield stocks: 


1. All stocks: The _ high-yield 
stocks showed better results under ad- 
verse conditions. This group depre- 
ciated on an average of .88% per 
year, while the other group depre- 
ciated .99%. By 1915, moreover, dis- 
bursements to stockholders had 
brought the total value of the high- 
yield stocks up to $13,185 and of the 
low-yield to $12,289. 

2. The separate groups: 

a) Industrials: Here, as in the 
period of rising prices, the low- 
yield group showed greater appre- 
ciation than the other classification, 
but in the end the total value of the 
high-yield stocks was greater. 

b) Railroads: Both classes of 
railroad stocks showed poor results 
during this period, with the high- 
yield group a little worse off than 
the other. The total values in 
1915, of $10,038 and $10,176 re- 
spectively, are so near a tie, how- 
ever, that the results do not indi- 
cate much to the disadvantage of 
the high-yield stocks. 

c) Public utilities: Here the 
high-yield stocks fared the better, 
in respect to both annual apprecia- 
tion and total value in 1915. 


Taste II. Summary oF NuMERICAL RESULTS 
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Thus, from practically every angle 
the high-yield group made the better 
showing in the period of falling prices 
from 1909 to 1915. It is true that the 
results in the railroad class were at 
variance with the rest of the study, but 
the totals were so near a tie as to make 
the difference negligible. In general, the 
results in the 1909-1915 period, as in 
the period of rising prices, show that the 


total return on high-yield stocks was 
greater than that on low-yield stocks. 


Conclusion 


No attempt was made in the thesis to 
prove that the investor should buy 
either a high- or a low-yield stock, since 
in the final selection of a stock many con- 
siderations peculiar to that stock other 
than yield must be taken into account. 
Rather, the research aimed to investi- 
gate an old theory often propounded by 
stock-market followers that “the thing 
to buy is low-priced stocks, because after 
all they sell at such a yield because of 
their greater possibilities.”’ The present 
study shows that low-yield stocks per se 
are not necessarily the best investments 
and that the well-known economic 
principle, which grants a greater re- 
ward for greater risk-taking, holds true 
in the field of investment in common 
stocks. 
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CASE STUDIES IN BUSINESS 


HOW FAR SHOULD RETAIL DEPARTMENTIZATION 
BE CARRIED? 


Introduction 


probably the characteristic 

which, more than any other, 
diflerentiates the modern store from the 
older type of retail institution. The 
store of 50 to 75 years ago was a unit, 
both to the customer and to the mer- 
chant. The modern department store, 
and to a lesser extent the smaller retail 
establishment, is a federation of units, 
partially self-governing and partially 
tied into the central organization of the 
concern. 

As this use of departments has be- 

me more wide-spread, the whole sub- 
ject of departmentization has become 
more complex. Furthermore, the word 
“department” has been used to indicate 
so many different kinds of divisions of a 
store that it has ceased to mean much of 
anything. The present study has as its 
aim the analysis of this complex situa- 
tion. 

One set of factors, based fundamen- 
tally on the necessity of increasing the 
profits of the business, makes depart- 

mentization desirable. A second set of 
factors, varying between different or- 
ganizations, sets a limit on the profits to 
be thus obtained and so determines the 
extent to which retail departmentization 
can be carried. The discussion of the 
three specific cases considered in the fol- 
lowing pages develops these two sets of 
factors. In addition, the application of 
these factors to the cases will indicate 

rtain general principles governing de- 
tmentization. 


De. ARTMENTIZATION is 


THE SHALIMAR COMPANY? 


The Shalimar Company’s department 
store, located in a large eastern city, 
sold the complete department-store lines 
of merchandise. In its women’s wear- 
ing-apparel departments the store com- 
peted to some extent with specialty 
shops, although not with the most exclu- 
sive ones. It was making a definite 
effort, however, to achieve a reputation 
for style alertness. As a result of the 
growing popularity among women of 
riding, golf, and winter sports, the man- 
agement considered the advisability of 
establishing separate sports-wear de- 
partments for women and misses. 

There was no centralization of sports 
wear under the existing arrangement of 
departments in the store. For instance, 
sports suits were in the suit department, 
sports shoes in the shoe department, and 
sports hats in the millinery department. 
Since these departments were in widely 
separated parts of the building, it was 
inconvenient for women to obtain com- 
plete sports outfits. Another disadvan- 
tage of the existing arrangement was 
that a customer often was displeased 
because of contradictory suggestions 
made by the salespersons in the various 
departments with respect to types of 
hats or shoes appropriate for a particu- 
lar sports costume. 

According to the proposed plan, there 
were to be two sports-wear departments, 
one for women and one for misses. The 
merchandise in them was to be carried 


‘David and McNair, Problems in Retailing 
(Chicago: A. W. Shaw Company, 1926), p. 189. 
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in addition to the lines of sports wear 
sold in the other divisions of the store; 
and, as far as possible, there was to be 
no duplication. Except for sports shoes 
and hosiery, which, because of the small 
quantities required, would be obtained 
from the shoe and hosiery departments, 
the merchandise for the new depart- 
ments would be purchased by the buyer 
in charge of the sports-wear depart- 
ments and her assistants. The mark- 
ups in these departments were to be the 
same as those for similar types of mer- 
chandise sold in the other departments 
of the store. 

The estimated cost of the equipment 
for the two new departments was 
$25,000. Under the accounting system 
of the store, no charge was made to the 
departments for floor space. A total 
of about 5,500 square feet was available 
for the two new departments. The pro- 
posed women’s sports-wear department 
was to be near the women’s suit depart- 
ment, and the misses’ sports-wear de- 
partment was to be located on the floor 
above, with the misses’ suits. The per- 
sonnel of the two departments was to 
consist of a buyer at a weekly wage of 
approximately $60, an assistant buyer 
at a wage of $30, a clerk and a stock 
girl at wages of about $16 each, and 10 
salespersons at an average weekly wage 
of $18 each. The probable volume of 
retail sales in these two departments 
could not be estimated with any great 
degree of accuracy; nor were the mer- 
chandise records of the store so consti- 
tuted as to show separate figures for 
sales of sports-wear in the existing 
departments. 

The Shalimar Company decided to 
establish the two sports-wear depart- 
ments as proposed. In arriving at this 
decision, the management was influenced 
by the argument that the availability of 
complete stocks of sports wear, ar- 
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ranged for convenience in shopping, and 
the service of a specially-trained sales 
force, would enhance the reputation of 
the store and offer customers a strong 
patronage motive for the purchase of 
complete sports outfits. 


Commentary on the Case of the 
Shalimar Company 


The first factor making departmenti- 
zation desirable in this case was the 
increasing competition of the specialty 
shops of the city. In order to keep its 
share of the women’s clothing business 
it was necessary for the Shalimar Con. 
pany to develop a special appeal for its 
sports clothing. The most successful 
method of accomplishing this end was 
to have a separate department. 

In the first place, that type of clothing 
could be featured in such a department 
and the trade desiring that type of 
goods could be given special service. In 
the second place, it was necessary to 
make the act of purchasing easier for 
the customer. Purchasing should al- 
ways be facilitated, since any obstacle 
to the purchase will tend to set up sales 
resistance. An outfit of sport clothes is 
often bought as a unit. Therefore, the 
necessity of going to several depart- 
ments to make the purchase will set up 
resistance. In the third place, it was 
necessary to decrease the sales resist- 
ance set up by the conflicting suggestions 
of two or more of the salespersons. In 
the fourth place, it was desirable to have 
a specialization of personnel. The sales 
force should be familiar with sports 
clothing, and the buyer should be trained 
in buying that type of wear. 

The solution of such a problem as 
this is the establishment of a special 
department. A particular appeal in 
advertising, stocks, and service can be 
made. Sales resistance can be reduced 
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to a minimum. The personnel can be 
adapted to a specialized task. 

There are good reasons for such de- 
gree Its development fits 
‘n with the policy of the store, sufficient 
space oe capital are available, and a 
buver can be obtained. 

The practicability of such a step is 

still open to question, however. In the 
first cass. a suficient volume is neces- 
sary "s cover the extra costs of de- 
partmentization. The figures of the 
National Retail Dry Goods Association 
for one store in 1925 gave sales per 
square foot of selling space in the suit 
department as $30.2. This figure would 
indicate that these two contemplated 
departments should do a volume of at 
least $165,000 to be successful. (5,500 
sq. ft. x $30). Instead of attempting 
to attain a volume of this amount imme- 
diately, it would seem to be a safer 
method to open only one department. 
If the volume increased sufficiently, an- 
other could be opened later. Further- 
more, it would be easier for one buyer 
to control the sports wear if it were all 
on one floor. The line should not be 
split between the two floors unless 
absolutely necessary. 

The duplication entailed by continu- 
ing to handle sports goods in the old 
departments is probably undesirable. In 
addition to the duplication of stocks, 
such practice is likely to render the new 
department unprofitable, increase com- 
petition and friction between depart- 
ments, and result in keeping the advan- 
tages of the new department from the 
customer continuing to buy sports wear 
from the old departments. As soon as 
the customers have been educated to the 
use of the new department, there will 


Departmental Statistics on Sales per Square 
’ Bureau of Research and Information, Na- 
| Retail Dry Goods Association, November, 
1925. Store No. 1 in Indiana doing an annual 


probably be little need for such duplica- 
tion of stocks of shopping goods. 

Therefore, the solution of this prob- 
lem lies in the establishment of a sports- 
wear department that can be enlarged 
or split as the sales increase. 


THE WISWALL CoMPANY® 


When new owners assumed control of 
the Wiswall Company in July, 1922, a 
bookkeeper was engaged to obtain more 
definite knowledge of the net profits for 
the business as a whole and for the 
major groups of merchandise sold. This 
firm sold cigars, cigarettes, tobacco, 
pipes, ash trays, cigar lighters, and 
other novelties, and operated billiard 
and pool tables. In the past the bank 
balance at the end of the year had been 
the sole indicator of the annual profit 
or loss. No regular inventories had 
been taken, and there had been no pe- 
riodical profit and loss statements, ex- 
cept those necessary to meet the Federal 
income-tax requirements. 

The Wiswall Company sold approxi- 
mately 50 different brands of cigars, 
ranging in price from 10c to $1 each. 
Thirty brands of smoking tobacco were 
stocked, with a price range from $1.50 
to $3 a pound. The range in price of 
the 60 brands of cigarettes sold was 
from 1$c to 75c for a package of 20. 
The prices of pipes were from 25c to 
$45 each. Six billiard tables and four 
pool tables were operated. The store 
was open 16 hours a day, and 2 shifts of 
3 men each were employed to supervise 
the billiard and pool tables and to sell 
merchandise. 

The bookkeeping system used by the 
previous owners consisted of one book 


volume of 1 to 2 million dollars in the year ending 
January 31, 1925. 
3 David and MeNair, ibdid., p. 26. 
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with eight columns. Entries were made 
in this book by one of the salesmen when 
he was not needed for the purpose of 
making sales or attending the billiard 
and pool tables. Column 1 was used 
for the total daily receipts of cash, and 
column 2 for the total daily disburse- 
ments of cash. Columns 3 and 4 were 
headed “Billiards”, one of them being 
for the daily cash received and the other 
for the daily charges. In columns 5 and 
6, which were headed “Cigars”, were 
entered all sales of merchandise, cash 
sales in one and charge sales in the 
other. Columns 7 and 8 were headed 
‘“‘Payments’”’; in one of them was entered 
daily the total amount paid out for mer- 
chandise, and in the other column was 
entered daily the total amount paid out 
for expenses. 

Examination of the book kept by the 
previous management indicated that the 
annual sales volume was approximately 
$65,000; of this amount $7,000 was 
received from the operation of the bil- 
liard and pool tables. Of the remainder 
it was estimated roughly that about 
$5,000 represented sales of novelties; 
$45,000, sales of cigars, cigarettes and 
tobacco; and $8,000, sales of pipes. 
The average merchandise inventory was 
thought to be about $12,000. Of the 
merchandise sales, 70% were made on 
charge accounts, but patrons of the bil- 
liard and pool tables paid cash to the 
extent of 80% of the total volume of 
that part of the business. A mark-up 
of from 40% to 50% on the selling 
price usually had been placed on novel- 
ties and pipes, but the mark-up on cigars, 
cigarettes, and tobacco ranged from as 
low as 8% to about 20%. 

The new owners of the Wiswall Com- 
pany determined to departmentize the 
merchandise and accounting methods of 
the company in order to establish more 
effective means of inventory control. 
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Commentary on the Case of the 
W iswall Company 






Although this case introduces other 
phases of importance, it illustrates most 
plainly the need for departmentizatioy 
for merchandise control. The difficulties 
experienced by the store are evident, 
The fact that sales, purchases, and ip. 
ventories were not kept by classes of 
merchandise, specific products, or slow. 
moving lines made it impossible to dis. 
cover the reason for the success or 
failure of the business as a whole for 
any particular period. Since the weak 
spots of the organization were not 
known, they could not be corrected. 

In general, the solution of a problem 
of this sort lies in the localization of 
successes and failures and is based on 
the fundamental assumption that, if a 
failure or success can be identified and 
located, the failure can be corrected or 
the success perpetuated. Better ac- 
counting methods will make possible the 
localization of the successes and failures 
in terms of sales, purchases, mark-ups, 
mark-downs, inventories, gross margins, 
and turnovers. Departmentization 
makes possible a further localization 
within these accounting classifications. 

The first step to be taken is the physi- 
cal segregation of the merchandise ac- 
cording to the classifications desired. 
The second is to segregate for these 
classifications the merchandise figures 
desired. If this procedure is followed, 
figures may be obtained for gross mar- 
gin and stock-turn by departments. 
examination of these figures shows that 
the gross margin is too low, the mer 
chant can go through his stock, discover 
whether the low profit is traceable to 
too low original mark-up or to deprecia- 
tion of the stock, mark-downs, or short: 
ages. If it is found that the stock-turn 
is too low, it is possible to determint 
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whether it is due to too large a stock or 
to too small sales, and measures can be 
taken to correct the difficulties. 

It is desirable that the mark-up of all 
the goods in a department be approxi- 
mately the same, since the accuracy of 
most methods of inventory control de- 
pends on this factor. For this reason, 
five departments should be established: 
billiards and pool tables, pipes and nov- 
elties, cigars, cigarettes, and tobaccos. 

It is questionable if a further classi- 
fication would be of value. When the 
merchandising unit becomes sufficiently 
small, a person familiar with the stock 
can localize and diagnose its ills more 
rapidly and cheaply by observation than 
by examination of records. The point 
of diminishing returns must determine 
the size of the department. Therefore, 
a further classification, as by brands for 
example, is not recommended. The 
value would not equal the extra cost. 

The departmentization of sales ac- 
cording to this classification may be 
effected through the use of cash regis- 
ters. For a business of this type in 
which the individual sale is of small 
amount, the use of sales slips is too 
expensive and the cash register is the 
most practical device. Classification of 
purchases may be obtained by the use 
of a columnar purchase journal. 


THE IrRviNG COoMPANY* 


In order to determine the profit made 
on specific groups of merchandise sold 
in its seven stores, the management of 
the Irving Company considered depart- 
mentizing all merchandise and expense 
ngures. 

The total annual sales of this chain of 
dry-goods and notions stores were 
slightly less than $1,000,000. The 


‘David and MeNair, ibid., p. 27. 


we 


seven stores were located in cities of 
from 10,000 to 100,000 inhabitants, all 
within a radius of 50 miles from the 
main store. The stores sold principally 
low-priced yard goods, hosiery, under- 
wear, blouses, sweaters, petticoats, house 
dresses, millinery, neckwear, veiling, 
gloves, handkerchiefs, ribbons, laces, 
toilet goods, small wares, and jewelry. 
All the merchandise was purchased by 
a central office, shipments usually being 
made directly from the manufacturers 
to the various stores. Shipments of 
small wares, ribbons, and toilet goods 
were made to the stores from a small 
warehouse maintained at the main store. 
The salespeople sold goods in all de- 
partments. 

If the company decided to depart- 
mentize merchandise figures and ex- 
pense figures, it would be necessary not 
only to keep records of inventories, pur- 
chases and sales by departments, but 
also to divide the expenses among the 
various departments on an equitable 
basis. The annual expense analysis 
(Table I) for a typical store of the 
chain showed the expenses to be allo- 


Tas_e I. Irving Company (STorRE NUMBER 6) 
EXPENSE STATEMENT FOR YEAR ENDING 
JANUARY 31, 1924 








NN, ca dew ens tcas i pebthererae ata $ 4,877.83 
Miscellaneous 
De IOD. oiks ot bsicv.cnnnenanins 347.04 
IE 5:56 siecaonsaiwiaiod ncareunlacwinatana 49-34 
FIOW scssc Pe ee yn ee 45.11 
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a eee eee rere 221.75 
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Depreciation of Fixtures............ 183.10 


Prepaid Insurance . «2... 02600500080. 165.86 
General Office Expense............. 2,616.23 
RN sac aslasd by nekek ee ae $10,966.67 
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cated to the 15 or more departments 
into which the merchandise would be 
grouped. 


Commentary on the Case of the 
Irving Company 


Two separate problems are involved 
in this case: the methods to be used, (1) 
in controlling merchandise and (2) in 
controlling expenses. 

The problem of merchandise control 
is quite similar to that of the Wiswall 
Company. It would aid the manage- 
ment to have figures for comparable 
departments of the v.:.ous stores by 
sales, purchases, inventories, gross mar- 
gin, stock-turn and, perhaps, discounts, 
mark-ups, and mark-downs. Analysis 
of these figures would enable the man- 
agement to discover and localize errors 
and to correct those errors possible of 
correction. Departmentization of mer- 
chandise would make this procedure 
possible and should, therefore, be 
adopted, even though it increased the 
overhead of the company because of the 
extra clerical work necessary. 

It is questionable, however, if it 
would be desirable to install the pro- 
posed fifteen departments. After a 
certain degree of departmentization is 
reached, the merchant should be able to 
analyze the conditions as easily from his 
knowledge of the stock as from his 
reports. Any additional departmenti- 
zation is merely an uncompensated-for 
increase of expense. 

A further difficulty would be the 
problem of obtaining accurate depart- 
mentization of sales on the sales slips. 
Clerks would be selling in all depart- 
ments and would have difficulty in 
remembering in what department cer- 
tain merchandise belonged and in plac- 
ing the correct department number on 
the sales slip. Unless peculiar control 
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problems of this chain require further 
departmentization, the proposed classi. 
fication into 15 departments should not 
be necessary. 

According to the figures of the Har. 
vard Bureau of Business Research’, 
firms having sales of $500,000 to 
$999,000 in 1926 had an average stock. 
turn of 3.5 times. It is to be expected 
that a chain will have a more rapid 
turnover than this average figure, 
Therefore, a very conservative estimate 
of the average inventory of store No. 6 
of the Irving Company would be about 
$11,600. If this store were divided 
into § departments*—piece goods, 
ready-to-wear accessories, women’s 
clothing, millinery, and small wares— 
each would have an average stock of 
not over $2,000. It should be possible 
for the store manager to analyze such 
an inventory without any more formal 
system than his ordinary acquaintance 
with the stock. 

Expense allocation cannot be handled 
in this way, for the aim of such alloca- 
tion is the determination of expenses 
and net profit by departments. The 
analysis and comparison of these items 
with various standards makes possible 
the determination and correction of any 
out-of-line factor in the operations. 

Such departmentization must be ac- 
curate, however; otherwise, it is of no 
value. In order that it may be accurate, 
each department must be charged with 
the expenses for which it is responsible; 
an arbitrary distribution is of no value. 

In the case of this store, it will be 
noted that salaries constitute 44.5% of 
the total expenses and general office 

5 “Operating Expenses of Department Stores and 


Departmentized Specialty Stores in 1926,” Bulletin 
63, p. 17, Harvard Bureau of Business Research. 

® This classification is a modification of the Na- 
tional Retail Dry Goods Association standard 
classification of merchandise, adapted to the needs 
of this store. 
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expense another 23.87. Since the sales- 
people sell in all departments, it would 
be necessary to distribute the item of 
‘es according to the amount of 
sales. Such a distribution would be 
practically arbitrary, however, since the 
cost of selling varies among different 
varieties of goods per dollar of sales. 

General office expense would prob- 
ably have to be handled in much the 
same way, although the cost of supervi- 
sion and general office services is de- 
pendent on many other factors than the 
volume of sales. 

Therefore, because expense depart- 
mentization would not be accurate for 
75% of the expenses of this store, it 
should not be attempted. Nor is it 
necessary. The expenses are neither 
large nor numerous and can be con- 
trolled by the manager without further 
classification. Since departmentization 
of expenses is not necessary for success- 
‘ul departmentization for merchandise 
control, the plan which aims to accom- 
plish the latter result should be carried 


r 
out as was determined. 


ealar 
$Sdidi 


Review 


The discussion of the three forego- 
ing cases indicates that the question of 
departmentization is not a simple one. 
This complexity arises, in great part, 
trom the fact that the word “depart- 
ment” has been used, without differen- 
tiation, for almost any sort of division 
within a retail store. Actually, there 
are six distinct types of departments 
arising out of six distinct sets of factors, 
although any or all of them may occur 
together in the same physical depart- 
ment, 

The first three types of departments 
re those which arise out of the need of 

reasing sales resistance through: 

Specialization of appeal. 
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2. Concentration of related goods in one 
locality in order to minimize the physi- 
cal task of purchasing. 

3. Elimination of conflicting appeals or 
suggestions. 


The second three types of depart- 
ments have their origin in the necessity 
of increasing the efficiency of manage- 
ment through: 

4. Merchandise control. 

5. Expense control. 

6. Specialization of labor and localization 

of responsibility. 

These six reasons for departmentiza- 
tion affect all retail stores. The influ- 
ence of certain variable factors, how- 
ever, determines the extent to which 
departmentization can be efficiently car- 
ried in any particular instance. 

The first group of these factors deter- 
mines whether or not the department 
shall be organized. 

1. The proper location must be available. 

2. The capital must be available. 

3. A suitable buyer must be available. 

4. There must be no duplication (in most 
cases) of existing departments. 

5. The department must fit into the gen- 
eral organization, both in type of 
merchandise handled and in class of 
customer appealed to. 


The second group of these factors 
sets an upper limit on the size of the 


department. 

6. The department must be small enough 
to accomplish the results desired. 

7. It must be possible for one buyer to 
merchandise the department eff- 
ciently. 

The third group of these factors sets 

a lower limit on the size of the depart- 


ment. 

8. The department must not become so 
small as to lose the results it aims to 
accomplish. 

g. The savings made possible by the de- 
partmentization must be greater than 
the cost of the extra investment and 
the overhead. 

10. There must be no cheaper method of 
obtaining the increased profits. 
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Departmentization to Reduce Sales 
Resistance 


Within the broad classification of 
departments which reduce sales resist- 
ance lie the three varieties of depart- 
ments endeavoring to increase sales by 
taking advantage of the basic buying 
habits of the customer. 

The first type aims to increase sales 
by decreasing sales resistance through 
specialization of appeal. This speciali- 
zation is accomplished by means of spe- 
cial advertising, fixtures, and personnel. 
The appeal of the department can be 
concentrated on those customers who 
are the most probable purchasers of its 
goods, and an atmosphere or feeling 
tone can be built up around the products 
which will have the greatest appeal to 
the customers. The specialization of 
personnel will permit the selection of 
salespeople who will be best suited to 
the customers and who, since they will 
have a more restricted line of goods 
w'th which to become familiar, will be 
able to know that line better than if 
they were forced to be familiar with a 
greater range of merchandise. 

The case of the Shalimar Company 
illustrates the application of this reason 
for departmentization. By specializa- 
tion on sports wear a sports atmosphere 
could be built up in the department and 
the customer given the impression that, 
no matter what was desired in sports 
wear, it could be obtained in the latest 
styles in this department. 

The second type makes the physical 
act of purchasing as easy as possible. It 
ixccomplishes this result, first, by segre- 
gating the goods so that the customer 
knows just what goods are in the depart- 
ment and knows that they will always 
be in that same place. Second, it ac- 
cormplishes this result by placing to- 
getier the goods which are usually 


bought at the same time. This adyap. 
tage was illustrated by the case of the 
Shalimar Company. Whereas formerly 
the customer had been forced to go to 
three distinct departments in order to 
buy a sports dress, shoes, and hose, in 
the new department she could purchase 
all with a consequent reduction of sales 
resistance caused by the decrease jp 
physical exertion. 

The third type of department in this 
classification aims to increase sales by 
minimizing conflicting suggestions. In 
the first place, when a customer has 
shown a preference, it is desirable that 
she be given as few choices as possible. 
A choice necessitates a decision, and 
decisions set up sales resistance or a 
deflection of the sale to some other 
article. In the second place, if more 
than one salesperson advises the cus- 
tomer, there are bound to be conflicts 
and resulting sales resistance. This fac. 
tor, also, was present in the case of the 
Shalimar Company. 

The ten factors listed on the preced- 
ing page will determine the size of the 
department to be set up to accomplish 
the three results indicated in this sec- 
tion. Although the nature and influence 
of most of them will be obvious, a few 
points may be explained. 

A minimum of duplication of stocks 
is desirable. The results of duplication 
were pointed out in the commentary on 
the case of the Shalimar Company. In 
some stores the buying habits of the 
customer may make it necessary to carry 
the same goods in two departments. 
However, unless there are strong rea- 
sons for the contrary action, duplication 
should not be allowed. . 

It is evident that there is a certain 
maximum size above which the advar- 
tages of this specialization do not accrue 
sufficiently to make departmentization 
worth while. On the other hand, below 
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, certain point the department may be- 
me too specialized and again the ad- 


vantage is lost. Further, from the 
viewpoint of the cost of departmentiza- 
tion, a point of diminishing returns will 


r sooner or later. 
The points at which this set of factors 
will fix the size of these three types of 
departments will depend on individual 


conditions, and no set rule can be laid 


Departmentization to Increase 
Managerial Efficiency 


Under this broad classification come 
the three varieties of departments which 
endeavor to increase profits, either by 
increasing the gross margin of the goods 
sold or by decreasing the expense of 
selling them. 

[he first type of departmentiza- 
tion, that for the purpose of merchan- 
dise control, aims to increase the gross 
margin, first, by making more accurate 
the merchandise figures which have been 
obtained by the retail method of inven- 
This system assumes that the 
mark-up of the final inventory of the 
period is the same as the average mark- 
up of the beginning inventory plus the 
purchases of the period. If the rate of 
mark-up in the department varies, how- 
and if the merchandise with the 

gher rate sells more slowly than the 
ess profitable merchandise, the average 
rate shown on the books for the period 
will not be the same as the actual mark- 
up of the final inventory, and the cost 
value of the latter will be consequently 
misstated. Therefore, if a finer depart- 
mentization makes possible a more even 
rate of mark-up of the goods in the 
department, the accuracy of the mer- 
chandise figures will be increased. 

_ The second way in which this type of 
departmentization aims to increase gross 
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profits is by making the merchandise 
figures available for smaller units, in 
order that difficulties may be more easily 
corrected. Such figures include gross 
sales, returns by customers, purchases, 
returns to manufacturers, freight, dis- 
counts, mark-ups, mark-downs, short- 
ages, inventories, and gross margins. 
The philosophy behind this type of 
departmentization was presented in the 
commentary on the Wiswall Company 
case. 

To avoid confusion, a department, in 
terms of merchandise control, is here 
defined as the smallest merchandise unit 
for which complete dollar figures are 
maintained for sales, purchases, mark- 
downs, and inventories. The necessity 
for this definition and the attempt to 
arrive at a standard terminology arise 
from the confusion of terms in the field 
of merchandise divisions. ‘The division 
for which complete dollar figures are 
maintained shades into the division, 
sometimes called the departmental dis- 
section, for which only purchases, inven- 
tories, and mark-downs are segregated. 
In this method of control, sales are ob- 
tained by subtracting mark-downs and 
final inventory from purchases and the 
beginning inventory. This latter divi- 
sion, in turn, shades into the unit of 
merchandise when unit records are 
maintained. 

For the department whose aim is the 
control of merchandise, the first five of 
the ten determining factors listed on 
page 235 are not of importance, since 
the department is already in existence. 
However, the merchandise figures must 
be in sufficient detail to be of value. 
Two factors will be of the greatest in- 
fluence in determining the size of the de- 
partment. First, the proposed control 
system must repay its cost by the say- 
ings or extra profits which it makes pos- 
sible. Second, there must be no cheaper 
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method of accomplishing the same re- 
sults. The determination of this point 
of diminishing returns must be made, 
individually, for each department. 

The second type of departmentization 
under this broad classification aims to 
increase profits by decreasing expenses. 
It localizes successful or unsuccessful 
conditions, as was pointed out in the 
commentary on the Irving Company 
case, and shows the reasons for such 
conditions. In this connection the first 
five limiting factors, listed on page 235, 
are not of importance. The sixth, how- 
ever, does put an upper limit on the size 
of the department. The figures must 
be in sufficient detail to be of aid in 
control. 

The most important factor in setting 
a lower limit to the departmentization is 
that the departmentization must not 
be carried beyond the limits of accuracy. 
This factor was emphasized in the case 
of the Irving Company. An arbitrary 
distribution is of no value and, beyond a 
certain point, only an arbitrary distribu- 
tion can be made, because many expenses 
are a joint cost of selling two or more 
lines of merchandise. The salary of the 
general manager of a store, for in- 
stance, cannot be logically distributed 
among the departments. If any one of 
them is discontinued, it is still necessary 
to retain the manager to direct the re- 
maining business. Distribution of such 
an expense, although frequently at- 
tempted, is entirely meaningless. 

A second limiting factor is the amount 
of savings made possible by such con- 
trol. Any accurate expense distribution 
becomes more expensive the further it is 
carried. The point is finally reached at 
which either (1) the expense of collect- 
ing the expense figures or of distributing 
them accurately (as in the case of the 
salaries of the Irving Company) is 
greater than the savings possible, or (2) 


the control can be as well accomplished 
by the day-to-day knowledge of the ey. 
ecutive as through reports. 

The third type of department under 
this broad classification is that which 
aims to increase gross margins and de. 
crease expenses through the specializa. 
tion of personnel and the localization of 
responsibility. It was probably to meet 
this need for delegation of authority 
that the department first developed. As 
the small store became too great for the 
proprietor to merchandise, he passed on 
part of his authority to his subordinates, 
The uses of the department in selling 
strategy and merchandise control were 
probably of much later development. 

The specialization or subdivision of 
labor has been applied in its greatest 
extent to manufacturing, but it is being 
utilized to a constantly increasing extent 
in retailing. The limitation of the field 
of an employee’s duties enables him to 
learn to perform the duties of that cir- 
cumscribed field more effectively and 
thus become of more value to the store. 
The buyer who needs to know the fine 
points of buying only sports wear can 
learn to do a much better piece of work 
than if he must also buy evening gowns 
and fur coats. The salespeople, like- 
wise, become more efficient. 

Localization of responsibility is, of 
course, one of the aims of department- 
zation for the purposes of merchandise 
and expense control. It is especially im- 
portant, however, in the functions of 
buying and selling. The best results 
will usually be obtained as one person 
is given authority over a limited area 
and made responsible for its success. 
Such localization is obtainable only 
through departmentization. 

The factor which determines the size 
of this type of department is the poten- 
tial volume of sales. The volume of 
the department must be sufficient to 
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make it profitable to have a buyer give 
all his time to the department and to 
maintain a corps of salespeople. 

To be sure, this type of department 
need not confine itself to one line of 
merchandise. It may consist of all the 
womens’ ready-to-wear and _ ready-to- 
wear accessories, if the store is a small 
one. However, the more homogeneous 
the merchandise, the more efficient will 
be the department’s operations. 


Conclusion 


It is evident, of course, that a de- 
partment is not limited to the accom- 
plishment of only one of the six before- 
mentioned objectives. Any department 
may have as its purpose the utilization 
of any or all of these six methods of 
increasing its profits. Likewise, it is not 
necessary that the departmental unit be 
the same for any one group of merchan- 
dise in order to accomplish these ends. 
One buyer may have charge of a certain 
group of merchandise lines, which may 
be divided into four departments for 
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the purpose of merchandise control and 
two departments for expense control. 
Further, a department for selling pur- 
poses need not be the same as a depart- 
ment for buying. This point is to be 
emphasized. A department, having as 
its aim the accomplishment of any par- 
ticular purpose, should be designed in 
the manner best suited to the accom- 
plishment of that purpose. There is no 
necessary relationship between any of 
these types and there should be no at- 
tempt to force a department (as the 
term is used in this study) to accomplish 
more than one of the desired results if 
it must be accomplished at the expense 
of a compromise. 

It is plain, therefore, that the ques- 
tion, “How far shall departmentization 
be carried?” cannot be answered cate- 
gorically. In the first place, it is a 
matter of answering not one, but six 
questions. In the second place, no set 
rule can be laid down as a solution for 
any of these six questions. They must 
be settled in the light of the conditions 
of the individual case. 





LEGAL DEVELOPMENTS 
SIGNIFICANT IN BUSINESS 


DRESS OF GOODS AND UNFAIR TRADING! 


URING the past decade and since stating in a verbal or written manner: 
D the passage of the Federal ‘These are the goods of a rival trades. 
Trade Commission Act and the man.’’ Among such trade practices, 
Clayton Act, much has been written and_ which have long been recognized by the 
spoken on the subject of unfair trading. courts as unfair trading and which, in 
Sometimes one is led to believe that the spite of the well-defined law on the sub. 
Acts referred to were the first formal ject, are of frequent recurrence, are 
attempts to restrain unfair methods of those practices which aim by imitative 
competition. That such an assumption dress to pass off the goods of one as 
is entirely erroneous is evident from an_ those of another. It is with that specific 
examination of the great body of court form of unfair trading—dress of goods 
decisions dealing with the subject and —that this discussion is concerned. 
dating back a number of years in the In general, and irrespective of any 
common-law history of the English- question of technical trade-mark, or the 
speaking countries.?, The recent legis- existence of any exclusive proprietary 
lative acts have but given statutory form interest in the labels, marks, form of 
to a legal doctrine which has existed packages, and general dress or make-up 
for generations: namely, that unfair of the goods as they go into the mar- 
methods of competition violate rights ket, a rival trader has no right to use or 
of individuals and result in a net loss to to imitate such labels, marks, form of 
the body politic. Hence, they should be package, or dress of goods, in order to 
restrained. deceive purchasers and to pass off his 
That no man can have any right to goods as those of his rival. To do so 
represent his goods as the goods of an- constitutes unfair competition against 
other is a well-recognized principle in which an injunction will be granted. 
our legal doctrine. Such representation Scores of cases bring out this general 
can, however, be made in a variety of principle, but a recent case, Mcllhenny 
ways which are essentially as effective as Company v. Bulliard,’ will suffice at this 








‘A clear distinction may be drawn between un- to have been used synonymously by the courts, and 
fair trading and unfair competition. Unfair the two terms are used ‘nterchangeably here. 
methods in trading may exist between any two 2 Unfair trading as between two individuals, 
traders; that is, one may take an unfair advantage h ne might tohe an enfeie sdvanmae of te 
over another because he controls the market, either eee Oe ee hibited by English statutes. 
as to demand or as to supply; one may take an other, — long eccetllinay intimin Pepsin: ‘win 
unfair advantage because he possesses knowledge pig yrs ery ger ean yr ee ae 
not held by the other; one may be unfair through sre wa It is be Galena in this third party, 
miceprevenation of the property of hs goods; Gnd showing injry to him tat the cro a 
brings into the situation a third person. It refers sought — at unfair ee eee 
to those practices indulged in by business men and ‘°** 4 ee Se at pele: di e © methed, 
business organizations in their competition for the method, as eS a ee — ; 
trade of the third person. However, the terms, 7S 2 Gee 
“unfair trading” and “unfair competition,” seem 8 Mcilhenny Co. v. Bulliard. 265 F. 705. 
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,oint. Both parties in this suit were 
manufacturers and distributors of a 
seasoning sauce. The compound of 
Bulliard was designed for the same pur- 
pose as that of the Mcllhenny Com- 
pany. It was intentionally so bottled 
and packaged as to be easily mistaken 
for that of the other company whose 
product had long been on the market 
and for which a large demand already 
existed. Even the “caution-for-use” 
paragraph was copied, as were also the 
directions on the bottle. The bottles 
and cartons of the McIlhenny Company 
were copied and used as a guide by Bul- 
liard. Although, when the two bottles 
were placed side by side, there were 
differences easily discernible, yet these 
differences would not be readily noted 
by the average purchaser seeing the 
respective bottles on different occasions. 

In view of this gross and obvious at- 
tempt on the part of Bulliard to pass off 
his goods for those of the MclIlhenny 
Company, by a simulation of the dress, 
size, and shape of the package and 
goods, the court granted an injunction 
restraining the defendant from a con- 
tinuance of the practice. 

While such cases may seem impos- 
sible in this age, they constitute, in fact, 
one of the most common forms of un- 
fair competition. It is, of course, diffi- 
cult to prove conclusively that one has 
been harmed by such methods or that, 
even if he has been harmed, any rights 
have been infringed. The existence of 
such rights is a question of fact; but 


*P iter-Wrightington, Incorporated v. Ward 
Baking Company. 288 F. 597. 

Although this case was brought in equity, prob- 
ably an equally good action would lie at law for 
the protection of a technical trade-mark. But 
whether it was a case of protection for a technical 
trade-mark or not, the case illustrates the point 
that the dress of the goods (with or without a 
trade-mark) must be used over a length of time 
sulicient to associate closely the product and its 
manufacturer. 


such existence is most emphatically 
established by the long, extensive, and 
exclusive use of a distinctive package, 
label, or dress of goods. Such use 
raises a presumption that the public 
recognizes the goods by reason of the 
appearance of such packages or labels. 
In the case of Potter-Wrightington, 
Incorporated v. Ward Baking Com- 
pany,* the point mentioned in the para- 
graph above is aptly set forth. Potter- 
Wrightington were millers of a partic- 
ular flour which they distributed to num- 
erous bakers in their district. To the 
bakers who used their flour the Potter- 
Wrightington company distributed 
bread wrappers bearing a peculiar de- 
sign featuring the picture of an old grist 
mill. The object of the design on the 
wrapper was to suggest to the consumer 
of the bread that the flour from which it 
was made possessed the wholesome qual- 
ities of flour made by the old grist mill 
of former days. Inthe case the evidence 
showed clearly that, by advertising and 
pressing its products upon the trade for 
a period of thirty years, the Potter- 
Wrightington company had established 
a substantial good-will, connected in 
the public mind with its name and the 
emblem of the old grist mill on the 
wrappers. The company was for all 
practical and business purposes the “Old 
Grist Mill’, and its products were Old 
Grist Mill products. ‘Old Grist Mill” 
had become the commercial signature of 
the milling company. These facts were 
so clearly established that, when the 
Ward Baking Company began putting 
out a loaf of bread with a wrapper bear- 
ing a picture of an old grist mill and 
the words ‘Look for the Old Grist 
Mill,” the Potter-Wrightington com- 
pany was successful in obtaining a re- 
straining order from a federal court. 
As a converse of the above discussion, 
it is apparently well settled that, where 
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a manufacturer or trader has failed to 
make use of the particular dress of 
goods in an exclusive manner so that it 
has come to indicate his goods as dis- 
tinguished from all others, he is not en- 
titled to an injunction restraining an- 
other or others from the use of the same 
dress. 

In the case of Piaget v. Headley,’ this 
point is stressed. The plaintiff in this 
case had been manufacturing castings 
for small registering banks, castings 
which were in the form and shape of a 
trunk. When the defendants began to 
manufacture a_ similar trunk-shaped 
casting for the same purpose, the suit 
was brought. It appeared, however, 
that the use of such trunk-shaped cast- 
ings as cases for registering banks did 
not originate with the plaintiff. He had 
acquired the exclusive right to sell them 
as agent for the patentees and the manu- 
facturers and, on the termination of his 
agency, had obtained a license to manu- 
facture and sell the mechanism. This 
license was not exclusive, however, and 
the castings remained under the control 
of the original owners. The court held 
that the evidence was insufficient to show 
that Piaget had acquired the exclusive 
right to use the design; and since he had 
established no exclusive right, by license 
or otherwise, to put up self-registering 
banks in trunk-shaped cases, he could 
not upon allegations of unfair trading 
enjoin others from putting up such 
banks in such cases. 

Furthermore, in order to substantiate 
a claim of unfair trading based on simu- 
lation of dress of goods, it must be 
shown that substantially the dress of the 
goods has acquired a secondary meaning 
and come to indicate the goods them- 
selves. A case in point is that of De 
Nobili v. Scanda.° The two parties in 
this case were both Italian cigar manu- 
facturers in New York City. De Nobili 
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used a label for the cigars which desig. 
nated them as “Italian” cigars. The de. 
fendant in the case, subsequent to the 
adoption of the label by Nobili, began 
the use of a similar label. However, it 
was shown that the label did not indj. 
cate or authenticate the source from 
which had come, or through which had 
passed, the cigars upon which or to 
which it was applied or fixed. In other 
words, the dress of the goods had not 
acquired a secondary meaning and had 
not come to indicate the plaintiff's goods, 

Use of the common, usual, or neces- 
sary method of putting up or marking 
the particular classes of goods involved 
does not alone constitute unfair compe. 
tition. Inthe case of Viavi Company vy. 
Vimedia Company, et al.," this point is 
apparent. The defendant in this case 
used bottles, boxes, and tins for its pro- 
prietary medicines which were similar to 
those of the Viavi Company and en- 
closed them in cartons having a general 
correspondence in form and color. The 
lettering on the packages was of the 
same general style. The forms of the 
containers, however, were such as were 
naturally suggested by the necessities of 
the business, and the colors presented no 
unusual characteristics. The plaintiff's 
engraved scrolls and symbols were not 
copied, and its trade name, “Viavi”, did 
not appear on the defendant’s articles. 
The defendant’s trade name, “Vi- 
media,” was constantly repeated and 
printed in type of large size, and its 
name and address appeared in con 
spicuous letters. There was no persua- 
sive testimony that purchasers had been 
actually deceived by the similarity of 
the containers and labels. The court, 
therefore, held that, notwithstanding 





5 Piaget v. Headley. 68 N.Y. Supp. 351- 

® De Nobili v. Scanda. 198 F. 341. 

7 Viavi Company v. Vimedia Company, ¢ @ 
245 F. 289. 
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e resemblance of colors and form, the 
diferences in other respects in the dress 
f the goods was such that there was no 
. competition. The points of 
<imilarity in the dress of the goods were 
- common, usual, and necessary method 
of putting up and marking the goods. 
[he same case illustrates the point of 


i 
law that the use of features common to 
the trade or required by the nature of 
the article cannot be enjoined as unfair. 
Although the containers of both the 
Viavi Company and the Vimedia Com- 
iny were similar, yet the use of neither 

.e colors nor the same form of contain- 
ing vessels, cartons, or labels constitutes 
unfair competition when such features 
are in common use in the trade, espe- 

ally when they serve purposes of 
utility, convenience, or attraction. 

Moreover, the mere use of the same 

r, apart from any other distinctive 


pa 
th 


ture, does not and cannot constitute 
infair trading. A case in 1923, (Abbott 
Coin Counter Company v. Standard- 


Johnson Company),® bears out this 
Both parties in this case were 
using coin-wrappers of the same colored 
paper. The same-colored wrapper was 
used to designate the different denomi- 
nations of coins, that is, red for pennies, 
blue for nickles, green for dimes, orange 
for quarters, and plain craft for half 
dollars. This same standardization of 
colors had been used also by banks as 
well as by coin-counting machinery 
manufacturers. No one can have an 
exclusive right to use a certain color, 
and in the absence of other points of 
similarity, there could be no unfair 
ng in the case. 

On the other hand, color is one of the 
most marked indicia of a package, label, 


point 
sf C. 


or dress of an article and is an important 
element in determining whether or not 
hy —_ i 

the combination of features making up 


the dress of the goods is a fraudulent 





and deceptive one. As an illustrative 
case, that of Union Fishermen’s Co- 
operative Packing Company v. Point 
Adams Packing Company’ may be taken. 
The two parties in this case are packers 
of salmon on the Pacific Coast. The 
Point Adams Company adopted the use 
of a label of the same color as that 
which had been used for some time by 
the Union Fishermen’s Cooperative 
Packing Company. Not only was the 
color the same, but practically every 
feature was the same. In the decision 
of this case the court stated in substance 
that color cannot be monopolized, but 
that the use of labels of the same color 
as a competitor’s may be considered in 
determining whether or not the user is 
attempting to pass off its goods as those 
of a competitor. Any cannery is entitled 
to use on its cans the same color of labels 
as those used by a competitor, since no 
one can monopolize a color; but such 
use may be considered, with other simi- 
larities, in determining whether it is at- 
tempting to pass off its goods as its 
competitor’s, especially when its goods 
are inferior in quality. 

Similarly, the form of an article or 
package, like the color and other indicia, 
is to some extent arbitrary, because the 
vendor might have adopted almost any 
form for the packing of his goods; and 
having adopted and adhered to one par- 
ticular form until it had become well 
known to the public, he would be pro- 
tected in it as far as the court could go 
without creating unlawful monopolies 
or appropriating public property to 
private use without legal grant. Such 
form cannot be used by another for the 
purpose of carrying on unfair competi- 





8 Abbott Coin Counter Company v. Standard- 


Johnson Company, 290 F. 418. 

® Union Fishermen’s Cooperative Packing Com- 
pany v. Point Adams Packing Company, 217 Pac. 
642. 
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tion. A case illustrative of this point is 
that of O. @ W. Thum Company v. 
Dickinson.’ These two companies were 
engaged in the manufacture of fly paper. 
The plaintiff was the older concern in 
the use of particular labels and cartons, 
which were simulated by the defendant. 
The cartons were of the same size, and, 
seemingly, of the same material; they 
were adjusted in length and width so as 
to admit of convenient packing in the 
cases, and each contained 25 double 
sheets of fly paper. Other features of 
resemblance were found on the face 
and edges of each carton lid. On both 
side edges of the plaintiff's paper ap- 
peared the words: “do not stand on 
edge”; on one side edge and on one end 
edge of the defendant’s, ‘“‘Do not stand 
on Edge”’; on one end edge of plaintiff's, 
“Keep Very Dry,” on one end edge of 
defendant’s, ‘Keep Very Dry.” Large 
sketches of flies were also displayed on 
both the ‘“‘tanglefoot” and the other car- 
tons. The court held in this case that 
by adopting and persisting in the use of 
the plaintiff's sizes and form of pack- 
ages, the defendant, Dickinson, in- 
curred and rested under an obligation to 
avoid further and material similarity 
through the dress applied to his pack- 
ages. 

Nevertheless, the mere copying of the 
form of packages could scarcely consti- 
tute unfair competition. In the case of 
Piaget v. Headley," the court said in 
substance that the use of a like or a 
similar form of package alone, with no 
other distinguishing features, and with 
no effort to pass off the goods of one as 
those of another, could not be unfair 
competition. 

In deciding a question of unfair trad- 
ing on the grounds of similarity in dress, 
the form, size, color, and any other cir- 
cumstances of similarity or dissimilarity 
should be considered in order to deter- 


mine properly whether there is such 
similarity as constitutes infringement o; 
unfair competition. One of a number 
of cases in which the William Wrigley, 
Jr. Company has been involved yill 
serve to illustrate this phase of the ques. 
tion. Both the plaintiff and the defend. 
ant in this case’? were manufacturers of 
chewing gum. The packages of both 
were the same size, color, and shape, 
They were both marked “Spearmint.” 
While there were some different fea. 
tures in the two packages, in both words 
and colors, yet there was a most striking 
similarity in their general appearance, 
The evidence in the case was held sufi- 
cient to sustain a decree granting an in- 
junction against unfair competition by 
the Helmet Company, especially on a 
comparison of the packages of the re- 
spective parties which showed a marked 
similarity in the collocation of colors 
calculated to deceive ordinary purchas- 
ers. 

While there is an abstract right to use 
any color, size, or shape in the dress or 
packaging of a product, such abstract 
right does not authorize the use of a 
combination of them that will deceive 
purchasers. In this connection refer- 
ence is again made to the case of 0. © 
W. Thum Company vy. Dickinson.” 
The action of the defendant in so copy- 
ing the combination of color, size, and 
shape used in the packaging of the plain- 
tiff’s goods as to make the fly paper of 
the two manufacturers appear to be 
from the same source was held to con 
stitute unfair trading. Thus, while 
there existed the abstract right to adopt 
any form or any shape of sheet, to 





100, & W. Thum Company v. Dickinson, 245 F. 
609. 

11 Piaget v. Headley, 68 N.Y. Sup. 351. 

12 Helmet Company v. Wm. Wrigley, Jr. Com 
pany, 245 F. 824. 


30, & W. Thum Company v. Dickinson, 245 


609. 
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any size or any color, yet to 
choose for each of these specifications 
that which had already been adopted by 
a competitor exceeded such right and 

ally infringed on the rights of the 
competitor company. 

Wh ile there may be many differences 
in the packages, or in the dress of two 
competitive goods, yet a cumulation of 
resemblances likely to deceive buyers 
constitutes unfair trading and can be en- 
joined. This is true, even though there 
may be no single point of resemblance 
aflording adequate grounds for equit- 
able relief. A statement of this attitude 
f the law is set forth rather well in the 
case of Gotham Silk Hosiery Company 
vy. Reingold.'* Both parties in the case 
were manufacturers of silk hosiery. The 
defendants were careful not to duplicate 
exactly the box of the plaintiff, but had 
so gotten up their box as to give a gen- 
eral impression of that of the plaintiff. 
The court said in this case, ““The con- 
lusion that the defendants intended and 
do now intend unfairly to compete with 
the plaintiff is irresistible, in view of the 
box adopted by them the first of this 
year. Descriptively this box is essen- 
tially the same as the one that has been 
used by the plaintiff for the past four 
years. It is true that one can take these 
two boxes and point out differences in 
detail, but it is only in detail that the 
differences lie. The very differences, 
however, are earmarked with intent to 
deceive, as, for example: the vertical 
stripe of defendant’s box is of the same 
color blend, and width, and in the exact 
position, as the diagonal stripe on plain- 
tiff’s box; the gold field of the cover of 
the plaintiff's box is relieved by a black 
oblong with gold letters above, and 
hite ovals with black letters below; 

lant’s box correspondingly has a 


choose 


‘Gotham Silk Hosiery Company v. Reingold, 


38. 
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black circle with gold letters above, and 
a white oblong with black letters be- 
low.” 

As pointed out in this same case, 
minor differences are immaterial if the 
whole is deceptively similar. The de- 
fendants in the case presented numerous 
afidavits of persons engaged in the sale 
of hosiery, as wholesalers, retailers, or 
saleswomen, in which the several depo- 
nents stated that in their opinions the 
label of the defendant’s box was so dis- 
similar to the plaintiff's box that it could 
not deceive purchasers. It was not 
claimed by the court that the purchasing 
public could not likewise take the two 
boxes side by side and point out the 
details wherein the labels were dissim- 
ilar. Obviously, that is not the test of 
whether a box, label, or other symbol 
used by one tradesman is an infringe- 
ment upon that of another and whether 
it will cause confusion among purchasers. 
The test is whether or not the similarity 
is such that it would mislead the ordi- 
nary observer or purchaser. 

It is apparent, then, that the general 
effect upon the eye is often, though not 
always, given controlling effect. In this 
connection the case of Cantrell & Coch- 
rane v. Hygeia Distilled Water Com- 
pany” may be cited. This case involved 
two manufacturers and distributors of 
ginger ale. The labels used upon the 
bottles of the defendant were purported 
to be a violation of the law as unfair 
trading in that they simulated the labels 
used by the plaintiff and were intention- 
ally designed to pass off the goods of the 
defendant as those of the plaintiff. It 
appeared, however, that the labels were 
the same in shape only. A casual inspec- 
tion of the labels used by the two parties 
to the suit disclosed no resemblance such 
that the defendant’s label would be 





© Cantrell & Cochrane v. Hygeia Distilled Water 
Co., 283 F. 400. 
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likely to deceive the ordinary customer, 
exercising ordinary care, into believing 
that he was getting the plaintift’s goods 
and not the defendant’s product. Since 
the general effect upon the eye of the 
average purchaser was not such as to 
indicate deceptive similarity, the court 
held that the plaintiff was not entitled to 
a restraining order. 

In considering whether or not there is 
unfair trading in the use of similar pack- 
ages and labels, the packages and labels 
must be considered as a whole. An 
illustration of this point is the case of 
Richmond Remedies Company v. Dr. 
Miles Medical Company.© These two 
companies were manufacturers of patent 
medicines, medicines used for the same 
purposes and ordinarily distributed 
through the same channels of trade. In 
the case many points of similarity be- 
tween the containers and between the 
labels on the bottles of the medicine 
were pointed out, but such points of 
similarity, in themselves, are not enough 
to prove unfair trading. There are 
probably points of similarity which can 
be pointed out between any two bottles 
of patent medicines. The court stated 
in substance, in this case, that in deter- 
mining whether a complainant’s rights 
in his trade-name or label or mark have 
been invaded by the defendant’s use of 
the same or a similar name, the surest 
and most satisfactory test is inspection, 
and where the use of the trade-name is 
on labels or cartons or other containers, 
they must be inspected as a whole and 
not merely for points of resemblance. 

It follows naturally from this discus- 
sion that the “‘tout ensemble’? must not 
be copied in the dress of merchandise 
for the market. A Philippine case, that 
of the Alhambra Cigar and Cigarette 
Manufacturing Company v. Compania 
Greneral de Tobacco de Filipinas," bears 
nut this conception of the law. The con- 


tending parties were two cigar-manufac. 
turing companies in Manila. The sub. 
stance in this case is that neither unfair 
competition nor similarity in trade. 
marks can be based solely upon the fact 
that by close examination a similarity 
may be found. The similarity or simu. 
lation must be such as to defraud and 
dece.ve the purchaser into purchasing 
the goods of one person, believing them 
to be the goods of another. The simi- 
larity must be such, taking the defend. 
ant’s package and label as a whole, that 
it so far resembles the plaintiff’s pack. 
age and label as to mislead a person of 
ordinary intelligence into buying the one 
in the supposition that he was buying the 
other. No inflexible definition can be 
given as to what will constitute unfair 
competition; an inspection is necessary 
in every case. The courts are justified 
in making an inspection for themselves. 
They will not surrender their judgment 
upon that matter because some of the 
witnesses may be of a different opinion, 
or because it may happen in isolated 
instances that some purchaser is so care- 
less as not to detect the differences or 
dissimilarities. 

To constitute a real case of unfair 
trading it is apparently essential that 
distinctive features of the dress or pack- 
age of one be copied or imitated. In 
the case of the United States Tobacco 
Company v. M’Greenery,’* each com- 
pany was putting out a brand of tobacco, 
“Central Union” by one and “Union 
Leader” by the other. The two pack- 
ages were indeed similar, but the sim 
larity was in features common in the 
tobacco trade, and no one could have 
been deceived by them. In deciding the 
case the court stated, ‘The complainant 

18 Richmond Rem. v. Dr. Miies, 16 F. (2nd) 59° 


17 Alhambra Cigar v. Compania General, 35 


Phil. 62. 
18 U. §. Tobacco Co. v. M’Greenery, 144 F. 53% 


1022. 








must show deception arising from some 
‘istinctive feature of its own, some fea- 
-yre which is distinctive and not common 
ro the trade.” ; ae : 

In order to sustain an injunctive 
ction for unfair trading on the grounds 
of imitation in dress of goods, the re- 
semblance between the respective arti- 
cles must be made to appear. In the 
ease of Mahler, et al. v. Sanche,” the 
two companies were each manufacturing 
a device supposed to communicate cer- 

beneficial physical effects to the 
body. That of the plaintiff was known 
as the “Oxygenor,” that of the defend- 
ant as the “Oxydonor.”’ In this case it 
was impossible to tell from the proof 
whether there was a great similarity 
between the oxydonor and the oxygenor 
1 whether there was a wide difference 
between them. Not even the plaintiff 
undertook to describe their resemblance 
r to tell wherein one was like or unlike 
the other. In the lack of such proof as 
to show similarity, the court held that 
there could be no simulation of dress 
ind hence no unfair competition on such 
grounds. 

In order to determine what is and 

t is not a simulation of the dress of 
zoods, a comparison of the labels and 
roods themselves is generally the best 
vidence of fraudulent imitation. As 
laid down by the court in Yale and 
Towne Manufacturing Company v. 
lider, where unfair competition in 
trade is charged, based upon the manu- 
facture and sale by the defendant of an 
irticle in simulation of one previously 

it upon the market by the plaintiff, 
when specimens of the articles are be- 
fore the court and there is no question 
' their authenticity, the court can judge 
of the resemblance between them and 
decide whether purchasers are likely to 
be deceived by the resemblance. The 
testimony of experts or of dealers is of 
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little assistance. A comparison of the 
exhibits in this case satisfied the court 
beyond any doubt that the defendant 
had so closely copied the plaintift’s pad- 
lock in form, size, color, lettering, and 
details of finish that his articles were 
likely to induce purchasers to buy his 
padlocks supposing them to be the pad- 
locks of the plaintiff. Retail dealers and 
the trade generally would no doubt 
recognize differences and were in no 
danger of being misled by any resemb- 
lance of identity between the articles; 
the question, however, was whether 
their customers, the ordinary persons 
who bought from the retail dealer, were 
likely to be deceived. The fact that 
such deception was highly probable in- 
duced the court to issue a restraining 
order. 

This leads to the doctrine that actual 
or probable deception must be shown. 
In the case of the Union Fishermen's 
Cooperative Packing Company v. Point 
Adams Packing Company,” it was dem- 
onstrated that to make out a case of 
unfair competition, it is not necessary to 
show that any one has been actually 
deceived by a competitor’s conduct and 
led to purchase his goods in the belief 
that they are those of another. It is 
sufficient to show that such deception 
will be the natural and probable result, 
but either actual or probable deception 
and confusion must be shown. 

Reasoning in the same way, the mere 
possibility of mistake is not sufficient to 
support an injunction. In the case of 
Allen B. Wrisley Company vy. Iowa 
Soap Company, et al., this point is 
emphasized. From this case it is appar- 
ent that it is the duty of a manufacturer 





19 Mahler, et al. v. Sanche, 79 N.E. 9. 

20 Yale & Towne Mfg. Co. v. Adler, 154 F. 37. 

21 Union Fishermen’s Coop. Pack. v. Point Adams, 
217 Pac. 642. 

22 Allen B. Wrisley Co. v. lowa Soap, 122 F. 796. 
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or vendor to use a name and dress for 
his goods which will enable common pur- 
chasers, who are using ordinary care, to 
discover whose product or property they 
are purchasing, to avoid buying his 
goods as those of his competitors. But 
he is not required so to distinguish his 
articles that the careless and indifferent 
buyer will know by whom they are made 
or sold. In this case, when “Old Coun- 
try Soap’ and “Our Country Soap” 
were the products in question, the court 
found that they were easily distinguish- 
able and, while there was a possibility of 
confusion, there was not a probability. 
Hence no restraining order was issued. 

Refilling bottles or packages bearing 
another’s marks, labels, or names is so 
clearly a case of unfair competition as 
to warrant scant mention. One case 
might be cited—that of Rose v. 
Loftus.% This is an old English case 
in which the plaintiff claimed an injunc- 
tion restraining the defendant from sell- 
ing lime juice, lime-juice cordial, and 
certain other preparations of lime juice, 
not being of the plaintiff’s manufacture, 
in bottles having traced upon them in 
relief the leaves and fruit of a lime tree, 
with a spray of lime blossoms and 
leaves. The court stated in this case 
that, when one trader sells an unpat- 
ented production of his own in bottles 
or casks indelibly marked with his 
known design, the court will restrain a 
rival trader from selling a similar pro- 
duction in the same bottles or casks, 
although the rival trader puts a label of 
his own thereon. 

Beyond the statement that it must 


clearly appear that the defendant's 
goods are so gotten up as to be calcu. 
lated to deceive, no general rule can be 
laid down, and each one of this class 
must be determined by its own circum. 
stances and as a question of fact. As to 
the first part of this proposition, the 
case of Payton v. Snelling,* may be 
cited. The court said in this case, “on 
a proceeding for an injunction to re. 
strain a trader from selling goods in 
packets gotten up as a colorful imitation 
of the plaintiff's goods, if a fraudulent 
intent is not proved, it is necessary to 
show by positive evidence that some 
person has been deceived.” As to the 
second point, a final case, that of 
Armour & Company v. Louisville Pro- 
vision Company,” may be given. The 
court laid down in this case that the 
general principles applicable to cases of 
this nature are well understood. In 
their application, however, each case 
must turn largely upon its own circum. 
stances. 

Few business men of today wish to 
stoop to unfair methods, but what may 
seem fair to one may appear grossly 
unfair to another. Hence, it is well to 
point out some of the foregoing prac- 
tices which are concededly unfair and 
which will be prevented by the courts. 
Thus, not only may business men refrain 
from such practices, but those whose 
rights are infringed may have a general 
knowledge as to whether or not those 
rights will be protected in the courts. 





28 Rose v. Loftus, 38 L.T. Rep. N.S. 409. 
*4 Payton v. Snelling, 85 L.T. Rep. N.S. 287. 
25 Armour v. Louisville Provision, 283 F. 42- 
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THE SUBSIDIARY CORPORATION—ITS USE AND ABUSE 


, I ‘HE extensive use of the subsidiary 
corporation is of comparatively re- 


cent origin. Certain corporations, prin- 


cipally railroads, were authorized by 
special statute to hold the securities of 
other companies prior to 1900, but !t 
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was not until 1901, when the United 
States Steel Corporation was formed, 
that the holding of securities of other 
corporations became an important ele- 
ment in business organization. 

Today the use of the subsidiary cor- 
poration is wide-spread. Certain of the 
states grant to all corporations char- 
tered by them the privilege of holding 
the securities of other corporations, 
while in other states the privilege is 
granted only upon specific request and 
upon inclusion of a provision to that 
effect in the corporate charter. 

The subsidiary corporation has been 
used for a wide variety of purposes, 
whose scope is indicated by the follow- 
ng general classification: 


Financial: 

To issue securities with no claim upon the 
assets of the parent corporation or to acquire 
assets not subject to claims against the parent. 

lo finance instalment sales where credit is 
not normally extended by the manufacturer 
r dealer. 

To limit the investment or financial liabil- 
ity of the parent in a particular undertaking. 


Quasi-A gency: 

To distribute a product without the aspect 
of agency or direct distribution, as in the case 
of automobile sales. 


Legal: 

To facilitate doing business within a state 
by foreign corporation. 

To undertake business activities not per- 
mitted to the parent corporation. 

To simulate competition with bogus inde- 
pendents. 
Organization: 

To control successive stages of production, 
inalogous to vertical integration. 

lo produce and distribute a new article 
Whose success is not assured and whose failure 
might reflect unfavorably upon the parent 

ration. 
lo segregate processes involving wasting 
ets, as in the extractive industries. 


The foregoing list is by no means 


exhaustive, but is given merely to indi- 
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cate the nature of the more common 
uses of the subsidiary corporation. 

Like most of the instrumentalities 
provided by law for a beneficent pur- 
pose, the subsidiary corporation has 
been abused. Numerous cases dealing 
with this abuse have been decided by the 
American courts, but no definite and all- 
embracing criterion has yet been estab- 
lished whereby a line may be drawn be- 
tween use and abuse. 

The attitude of the law toward the 
abuse of the subsidiary corporation is 
expressed by H. W. Ballantine as 
follows: 


But, after all, it comes down to the question 
of good faith and honesty in the use of the 
corporate privilege for legitimate ends. If a 
corporation is owned and controlled by an- 
other and is manipulated by the owner for its 
own purposes and in its own interests to the 
prejudice of innocent third parties, or the 
public welfare, it may be necessary to limit 
such abuse of the corporate capacity or shield. 
But in the ordinary case, the fact that the 
shares of one company all belong to another 
does not make the subsidiary a mere alias, or 
trustee or agent for the parent company or for 
the shareholders of the parent company. The 
relationship is that of shareholder to corpora- 
tion and does not constitute the subsidiary an 


agent.! 


And in the language of the courts: 


The motive of the parent corporation to 
secure authority to do business with limited 
liability is not a dishonest use of the corporate 
privilege.—Elenkrieg v. Siebrecht (1924) 238 
N.Y. 254. 

It is nevertheless true that if the separate 
corporate capacity is perverted to dishonest use 
to evade obligations or to defeat public wel- 
fare, the courts will penetrate the device, un- 
cover the abuse of the special privilege, and 
circumvent fraud.—U. S. v. Reading Co. 
(1920) 253 U.S. 26. 


As to what constitutes manipulation 
of a subsidiary corporation to the preju- 
dice of innocent third parties and dis- 


1“Parent and Subsidiary Corporations,” Cali- 
fornia Law Review, Vol. 14, p. 19. 
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honest use to evade obligations or to 
defeat public welfare, the courts have 
laid down no definite rule. 

In a recent case (Majestic Company 
v. Orpheum Circuit, Inc., 21 Fed. 720) 
before the Circuit Court of Appeals, 
Eighth Circuit, many of the aspects of 
abuse of the corporate privilege were 
considered by the court. . The cause of 
action, briefly, was as follows: 

On January 1, 1920, Orpheum Cir- 
cuit, Incorporated, acquired the capital 
stock of the Des Moines Amusement 
Company. The latter was the lessee of 
a theater building in the city of Des 
Moines under a lease executed by the 
Majestic Company and which was to 
expire April 30, 1928. The Orpheum 
Circuit exhibited its attractions in the 
theater so leased. The officers of the 
Des Moines Amusement Company, 
after acquisition by the Orpheum Cir- 
cuit, were also directors of the latter 
corporation. 

Subsequently the Orpheum Circuit 
decided to exhibit at another theater in 
Des Moines, and officers of the Des 
Moines Amusement Company sought 
the consent of the Majestic Company to 
assignment of the lease. Such consent 
was denied, and thereupon the Orpheum 
Circuit sold its stock in Des Moines 
Amusement Company to certain individ- 
uals, the consideration being a sum de- 
posited with the Majestic Company as a 
guarantee of payment of rental under 
the lease ($9,000), with a reservation 
on the part of the Orpheum Circuit of 
the right to repossess certain fixtures 
contained in the theater upon termina- 
tion of the lease. A condition of the 


agreement of sale was that vaudeville 
attractions would not be shown at the 
theater covered by the lease. 

The sale of stock occurred on July 19, 
1922, and the theater was operated by 
the new stockholders of the Des Moines 


Amusement Company until about July, 
1923. The advance deposit of rent jn 
the hands of the Majestic Company was 
utilized to pay the rent until May 1, 
1923. The Des Moines Amusement 
Company then paid the rent for May, 
1923, failed to pay for June, advised the 
Majestic Company in July, 1923, that 
it would be unable to continue opera- 
tions under the lease, and surrendered 
possession of the theater. 

The Majestic Company took over the 
control and operation of the theater in 
July, 1923, and brought action against 
Orpheum Circuit to recover upon the 
covenants of the lease, on the ground 
that the Des Moines Amusement Com. 
pany was a mere agent or instrumental. 
ity of Orpheum Circuit and that the 
latter had abandoned the subsidiary 
through the sale of the capital stock for 
‘“‘a nominal or no consideration”. Other 
wrongful acts were also alleged. 

Both the lower court and the Court 
of Appeals found for the Orpheum Cir- 
cuit on all of the issues involved. With 
respect to the obligations of Orpheum 
Circuit under the lease, the Circuit 
Court of Appeals said: 

It is apparent that the Des Moines Amuse- 
ment Company is a legal entity separate and 
distinct from its stockholder, the Orpheum 
Circuit, Inc., and that its contract obligations 
are not obligations of the latter. The lease 
in question was made between the appellant 
and the Amusement Company long before the 
Orpheum Circuit was interested in the Amuse- 
ment Company as a stockholder. It is appar- 
ent that the Orpheum Circuit, Inc., is not 
obligated upon the lease and is not liable for 
the rent stipulated by the lease, unless it has 
become so for some conduct upon its part, 
occurring while it was a stockholder of the 
Amusement Company In order to 
recover here, the plaintiff must substantiate 
such indictment by clear and positive proof. 


What would have constituted proof 
of an obligation of the parent company 
“for some conduct on its part” is not 
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more interesting, if the Orpheum Circuit 

.d retained ownership of the stock of 
-he Des Moines Amusement Company 
ind had then permitted or caused the 

‘ter to abandon the lease. If, under 
such circumstances, the court should 
hold that the parent company was liable 
for the rent during the unexpired por- 
rion of the lease, then it must be sur- 
mised that the sale of stock in a sub- 
sidiary may be resorted to as a means 

avoiding the contractual obligations 
of the latter. If, on the contrary, the 
urt should cling to the doctrine of 
separate entity in such a case, it becomes 
ipparent that contracts entered into 
with corporations are fraught with haz- 

rds not generally realized, for in the 
ase under discussion it was alleged that 
the parent company had “milked”’ the 
subsidiary of its assets and had, by the 
terms of the agreement to sell the stock 
prohibiting the showing of vaude- 
ville), impaired the usefulness and prof- 
tableness of the theater building. 

As a matter of abstract justice it may 
be questioned whether a parent corpora- 
in has any right, in selling its stock in 
a subsidiary, to restrict the uses to which 

operty controlled by such subsidiary 
may be put. But, as Wormser says, “It 
sworn duty of a court to decide 
what the law is, not what abstract justice 
may be.”* This remark was apropos of 
the case of Berkey v. Third Avenue 
Railway Company, 244 N.Y. 84, de- 
scribed by Wormser as follows: 


s the 


In that case the plaintiff was injured while 
riding on a car of the 42d Street Railway 
Company and, recognizing the inability of 
that company to pay a judgment, sued the 
Third Avenue Railway Company, of which 
the 42d Street Railway Company was a sub- 
idiary, claiming that the corporate entity of 
the servient corporation should be disregarded, 

ice it was the alter ego of the parent corpo- 
ration, which owned its entire stock. The 
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court, in its opinion, pointed out that “Sub- 
stantially all the stock of that company is 
owned by the Third Avenue Railway Com- 
pany,” and the president of the Third Avenue 
Railway Company, in making its report to 
stockholders, exhibited the consolidated income 
of both companies in one statement. “The 
members of the two boards of directors were 
nearly, though not quite, the same. Each road 
had the same executive officers, i. e., the same 
president, treasurer, general manager, pay- 
master, and counsel. The parent has made 
loans to the subsidiary from time to time, 
sometimes for construction, sometimes for 
operating expenses. All the cars, wherever 
used, are marked “Third Avenue System.’ 
The cars, when new ones become necessary, 
are bought by the defendant, and then leased 
to the subsidiaries, including, of course, the 
42d Street Railway Company, for a daily 
rental which is paid.” 

The Court of Appeals held that, in spite of 
these facts, the 42d Street Railway Company 
was not a mere dummy or alter ego of the 
parent corporation, and in spite of the use of 
one company’s assets by the other and the gen- 
erally interchangeable names that were used, 
the parent company could not be held legally 
liable for the torts of the subsidiary, saying: 
“In such circumstances, we thwart the public 
policy of the State instead of defending or 
upholding it, when we ignore the separation 
between subsidiary and parent, and treat the 
two as one.” 

Under this ruling it would appear 
that the use of a subsidiary for the oper- 
ation of its street cars enables the parent 
company effectively to limit liability for 
injuries inflicted upon innocent persons 
to the amount of assets held by such 
subsidiary. The significance of such a 
situation, from the social standpoint, far 
outweighs the legal importance of the 
doctrine of separate corporate entity. 

In the case of Cannon Manufacturing 
Company v. Cudahy Packing Company, 
45 S. Ct. 250, the Supreme Court de- 
cided that a foreign corporation, em- 
ploying a subsidiary corporation as a 

2 Disregard of Corporate Fiction, 1. M. Wormser, 
p. 23. 

37. M. Wormser, opus cit., p. 20. 
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means of doing business within a state, 
is not “doing business” within the state 
so as to be suable there. The question 
presented was entirely one of jurisdic- 
tion and was decided on that basis. 
Nevertheless, the parent company was 
thereby enabled to limit contractual obli- 
gations within a state by using a sub- 
sidiary corporation therefor. In this 
case both the parent and subsidiary 
were known as the Cudahy Packing 
Company, the one a Maine corporation 
and the other an Alabama corporation. 

It is interesting to note in this case 
that the original cause of action was 
breach of contract to purchase cotton 
sheeting for use in packing meat. This 
contract was entered into by the sub- 
sidiary. Quoting from the opinion of 
the Court: 

The Alabama corporation, which has an 
office in North Carolina, is the instrumental- 
ity employed to market Cudahy products 
within the state; but it does not do so as 
defendant’s agent. It buys from the defendant 
and sells to dealers. In fulfillment of such 
contracts to sell, goods packed by the defend- 
ant in Iowa are shipped direct to dealers, and 
from them the Alabama corporation collects 
the purchase price. 


It may be inferred, from this state- 
ment of the functions performed by the 
subsidiary, that the latter is not engaged 
in the meat-packing business. It would 
appear, therefore, that the ‘cotton 
sheeting for use in packing meat” was 
intended for use by the parent corpora- 
tion. If this inference is justified, then 
the subsidiary was used merely as a 
convenient tool in the purchase of mate- 
rials and supplies for the parent com- 
pany. 

The three cases considered are fairly 
illustrative of the legal viewpoint as to 
the responsibility of the parent corpora- 
tion for the obligations of subsidiaries. 
There have been numerous instances, of 
course, in which the courts have ignored 


the “corporate fiction” and have re. 
garded the parent and subsidiary corpo- 
rations as one and the same. Almost 
invariably, however, the decision has 
hinged upon obvious intent to defraud. 

It is but natural and wholly proper 
that the courts should be conservative in 
the determination of stockholder liabil- 
ity for corporate acts. The corporate 
form of organization has played an im. 
portant part in the rapid development 
of American industry and commerce 
during the past sixty years, and the limi- 
tation of liability ensured thereby jis 
most essential to the procurement of 
capital for business purposes. Corpo- 
rate control of other corporations, how- 
ever, is capable of abuses not contem- 
plated by legislators at the time that the 
privilege of inter-corporate stockholding 
was granted by the states. 

Experience indicates that legislative 
bodies are slow to correct evils arising 
under a too-liberal interpretation of 
existing laws. These abuses may con- 
tinue for a considerable period, until 
public clamor or agitation in the press 
brings the subject forcibly to the at- 
tention of legislators. At such a time, 
unfortunately, the importance of the 
alleged evil ‘s «.,aggerated, and reme- 
dial legislation is likely to curb legiti- 
mate and desirable business activities. 
Such a situation may be expected to 
arise in respect to the exploitation of 
subsidiaries. 

New Jersey practically repealed the 
corporate stockholding privilege in 1913 
and did not restore it until 1920. There 
is considerable agitation today for Con- 
gressional investigation of the public- 
utilities holding companies. The Federal 
Trade Commission has scrutinized as- 
siduously the aspects of inter-corporate 
control presented in many of its investi- 
gations. 

The attitude of the Federal Trade 
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Commission is clearly indicated by the 
owing cases: 
Federal Trade Commission v. Western 


Veat Company: The Western Meat Com- 
,cquired the stock of the Nevada Pack- 
» Company, a competing corporation. The 
Federal Trade Commission, under authority 
Sections 7 and 11 of the Clayton Anti- 
rust Act, ordered the Western Meat Com- 
oany to so divest itself of the stock of the 
Nevada Packing Company as to include di- 
vestment of property and business. The 
Supreme Court upheld the authority of the 
Commission to enforce this order, holding 
that “divestment of the stock must be actual 
and complete and may not be effected, as 
ounsel for respondent admitted was intended 
using the control resulting therefrom to 
secure title to the possessions of the Packing 
Company and then to dissolve it. 
Thatcher Manufacturing Company v. Fed- 
Trade Commission: The Federal Trade 
Commission entered complaint against the 
Thatcher Manufacturing Company and 
rged that the latter first acquired the stock 
ir competing corporations and caused the 
dissolution of three. The Federal ‘Trade 
Commission ordered the Thatcher Company 
lispossess itself of the properties and restore 
vious conditions. The lower court found 
t the corporation not dissolved was not in 
mpetition with the Thatcher Company, but 
t the other three were competing companies. 
The Supreme Court ruled that the Com- 
sion was without authority to enforce this 
ler under Section 7 in -ases where title to 
property had been securea, .aying, “The 
Act has no application to ownership of a com- 
petitor’s property and business obtained prior 
to any action by the Commission, even though 
his was brought about through stock unlaw- 
fully held. The purpose of the Act was to 
prevent continued holding of stock and the 
peculiar evils incident thereto.” 


[n these cases it is to be noted that the 
Federal Trade Commission has endeav- 
‘ed to enforce the spirit of the law, 
while the courts of necessity have ob- 
served the letter. The reference of the 
Supreme Court to “holding of stock and 
he peculiar evils incident thereto” indi- 
cates that the Court is mindful of the 
langers inherent in inter-corporate hold- 


ing of stock as practiced at the present 
time. Berle, referring to such dangers, 
Says: 

The primary danger arises out of the fact 
that the management of a subsidiary has 
ceased to represent the interests of the enter- 
prise in which the subsidiary itself is engaged. 
Rather, it is the protagonist of a parent in- 
volved in far wider schemes, and the particular 
enterprise of the subsidiary is only one part of 
a much greater plan. The temptation, conse- 
quently, is to use the corporate structure of 
the subsidiary to evade obligations of the 
parent and to manipulate the credit of the sub- 
sidiary to support transactions which may not 
benefit the other holders in the subsidiary.‘ 


Should business hazard restrictions 
upon the uses, or perhaps total loss, of a 
useful tool? A negative answer is indi- 
cated, yet the continued abuse of the sub- 
sidiary is quite certain to bring about 
changes in the laws governing corporate 
holding of stock. 

The subsidiary corporation is used on 
occasion for the purpose of evading the 
law. In some states banks are not per- 
mitted to engage in the trust business, 
but they may do so effectively through 
the incorporation of a subsidiary. It 
might be argued that such action is not 
reprehensible, for the reason that any 
other separate corporation might en- 
gage in the trust business and that mere 
stock ownership by a bank does not con- 
stitute an evil. Such a view, however, 
would lose sight of the fact that the law 
prohibiting the joint conduct of banking 
and trust functions has a definite social 
reason behind it. 

Banking and trust activities are essen- 
tially dissimilar. It is not unusual, in 
states permitting trust departments in 
banks, to find bank departments devoted 
to the purchase and sale of securities. 
What is more natural than for the trust 


*A. A. Berle, Jr., “Subsidiary Corporations and 
Credit Manipulation,” Harvard Law Review, Vol. 
XLI, p. 874. 
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department to assume that the securities 
offered for sale by the bank are well 
suited to the investment of its trust 
funds? This situation has been antici- 
pated by many such banks and has re- 
sulted in a definite separation of depart- 
ments, even to the extent of requiring all 
purchases of securities for the trust de- 
partment to be made from outside 
sources. <A possibility of prejudice in 
favor of the issues offered by the bank 
still exists, however. 

Where a subsidiary is employed for 
the trust business, however, the ap- 
parent separation of functions might 
cause the parent corporation to exercise 
less care in the supervision of security 
purchases by the trust department from 
the bank. In addition it may be urged 
that the banker’s training is along the 
lines of short-term investments, whereas 
the investment of trust funds is a long- 
term undertaking involving different 
principles of finance. A collateral injury 
arises from the fact that national banks 
are not permitted to engage in the trust 
business where state banks may not do 
so. Thus the use by state banks of sub- 
sidiaries for this purpose results in dis- 
crimination against the national banks 
in such states. 

The case for complete separation of 
banking and trust functions is not con- 
clusive, as witness the several state laws 
permitting the combination of these 
activities in one institution. However, 
it is the potential harm rather than the 
actual mismanagement of trust funds 
that speaks for segregation and, in 
states where the combined activities are 
prohibited, the use of subsidiaries for 
the evasion of the law is indefensible. 

For the correction of the abuses of 
the subsidiary corporation, some of 
which have been outlined above, there 
is a temptation to appeal to the growing 
social consciousness of business, which 


manifests itself in the formulation of 
ethical standards such as those recently 
enumerated by the Chamber of Com. 
merce of the United States. It is ob. 
vious, however, that the type of business 
organization now indulging in practices 
inimical to the social welfare of the 
country will be slow to adopt ethical 
concepts. 

It cannot be too strongly emphasized 
that the continued abuse of the priy- 
ilege of controlling subsidiaries through 
stock ownership will inevitably result in 
drastic revision of existing law. It 
would be a pity, indeed, if the socially 
desirable characteristics of the subsid- 
iary corporation should be lost to busi- 
ness through the necessity for curbing 
questionable practices. The public-utili- 
ties holding company, for example, is an 
excellent instrument for promoting the 
economical operation of several utilities 
and provides a means of meeting the 
requirements of local law for the pro- 
curement of franchises, as well as facili- 
tating the financing of subsidiary com- 
panies. A serious question arises, how- 
ever, as to the justification for securing 
control of such subsidiary utilities 
through the ownership of comparatively 
small amounts of common stock, the 
majority of the capital being supplied by 
persons with no voice in ownership or 
management of the utilities, and through 
such control so to manipulate inter-cor- 
porate finances as to impair the equities 
of non-voting security-holders. 

Self-interest alone imposes the obliga- 
tion of considering the purely social sig- 
nificance of the use of the corporate 
form of organization now at the com- 
mand of the business world. Unless 
business establishes its own censorship, 
the law may impose restrictions that will 
prove irksome and perhaps needlessly 
severe. The abuse of the subsidiary 


corporation merits correction. 
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